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THE FOUNDATION OF THE BANK OF SPAIN 


EARL J. HAMILTON 


I 


WN THE first decade of the fifteenth cen- 
# tury Barcelona and Valencia estab- 
lished deposit banks’ that served 
communities more than three hun- 

Mired years; but not until 1576, when 
Peter van Doudegherste, a Flemish sub- 
tt, advocated the foundation of public 
Mortgage banks and pawnshops,’ did a 
ational banking project receive serious 
onsideration in Aragon or Castile.’ In 
19583 a xoyal junta studied the proposal 
for six months, and Philip II was inter- 
iested in the scheme as a means of reliev- 
financial stringency in the last year 


% 


Bs *Archivo municipal de Valencia, Manuals de 
Ms, A23, fols. 254, 285, 287-88, 291-93, 298; 


AP. Usher, The Early History of De Banking 

8 Mediterranean Europe, 1 (Cambridge, Mass., 

, 271; Ramén Carande, Carlos V y sus ban- 
(Madrid, 1943), p. 195. 


| *Archivo general de la nacién, Mexico (here- 

a abbreviated as AGN), Reales cédulas, Vol. 

_CXXVII, No. 178, fol. 337; Library of Congress, 

ratalogued Coleccién de reales cédulas, No. 24, 

23; Actas de las cortes de Castilla, XVUI 
1893), 450. 


_ _*The earliest banking plan that R. D. Richards, 
"Who thoroughly combed the literature and the 
- wchives, could uncover for England was not pre- 
‘Seated until 1571 (The Early History of Banking in 
‘Bagend (London, 1929), p. 93). 


(1598) of his reign.‘ The debasement, 
overissue, and overvaluation of the sub- 
sidiary coinage after the close of the six- 
teenth century intensified the mortgage- 
bank movement. 

To promote industry, combat usury, 
and alleviate distress, the Cortes of 
1598-1601 (in session while incipient de- 
preciation of the fractional money was 
disturbing economic life) voted a special 
tax levy conditioned upon the establish- 
ment of royal mortgage banks and pawn- 
shops’ in Lisbon, one city in Spanish 
Flanders, and the eighteen municipali- 
ties represented in the Cortes. Owing to 
the dearth of funds in the public treasury, 
Philip III was unable to fulfill the obli- 
gation, and few questions absorbed the 
attention of the Cortes in the next fifteen 
years as much as did their efforts to pro- 


4 Juan Sempere y Guarinos, Biblioteca espatiola 
econémico-politica, I (Madrid, 1801), “Luis Valle 


espatiola de los mejores escritores del reynado de 
Carlos ITI, 11 (Madrid, 1785), 6. 

5 In March, 1600, the Cortes asked the faculty of 
the famous University of Salamanca and leading 
theologians for advice concerning the establishment 
of banks and pawnshops (Cortes de Castilla, XIX, 
148-49, 152-53). 
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mote the mortgage banks.’ In 1622 
Philip IV actually provided for their es- 
tablishment;’ but the decree was nulli- 
fied by the penury of the Crown, deeply 
involved in the Thirty Years’ War. It 
was also obstructed by reliance upon 
time deposits for most of the loan funds, 
when the poor debt record of the mon- 
archy made private investors wary of a 
royal institution. 

In attempting to contract the redun- 
dant fractional money (which was falling 
in terms of specie, becoming the money 
of account, and forcing the cost of living 
upward), Philip IV sought the aid of 
Italian bankers, who had often gotten 
the Crown out of and info financial diffi- 
culties. To enable the Italian financiers 
to cover expenses and earn a normal 
profit while retiring the excessive coinage 
from circulation, on March 27, 1627, 
Philip IV granted them a charter for a 
chain of banks in ten of the leading Cas- 
tilian cities.* The banking chain was given 
extensive trading privileges and a mo- 


* I[bid., XVIII, 450, 455-56, 490, 517-18, 521-22, 
527-28, 530, 536-37, 557, 578, 595; XIX, 20, 25, 
27-33, 4°, 44-49, 54, 152-53, 156, 159, 194, 208, 
214, 385, 413, 416, 436, 519, 563, 577, 680, 748, 825, 
842; XXI, 77-78; XXIII, 254-55, 437-38; XXIV, 
103-4; XXXI, 76, 91-92. 

Luis Valle de la Cerda wrote a book (Desempefio 
del patrimonio de su Magestad (Madrid, 1600]) to 
support the scheme for the foundation of mortgage 
banks and pawnshops. On January 6, 1600, the 
Cortes appropriated 80 ducats for the publication 
of too copies; and on November 27, 1617, they 
voted funds for 200 additional copies (Cortes de 
Castilla, XVIII, 595; XXXI, 91-92). Doudegherste 
interested Valle de la Cerda in the banking project, 
but the Spaniard developed it sufficiently to make 
it his own. It was his oral and written presentation 
that influenced the Cortes for almost two decades. 


1 AGN, Reales cédulas, Vol. CXXVII, No. 178, 
fols. 337-38; Antonio Ferrer del Rio, Historia del 
reinado de Carlos III en Espata (Madrid, 1856), 
IV, 145; Sempere y Guarinos, Ensayo de una 
biblioteca espafola, II, 7. 


* Madrid, Seville, Granada, Cordova, Toledo, 
Valladolid, Murcia, Segovia, Cuenca, and Sala- 
manca. 


nopoly on mortgage loans at the usurious 
rate of 7 per cent.’ Hatred of foreigners 
and resentment of the 7 per cent inter- 
est rate, when funds had hitherto been 
obtainable at “less than 5,” evoked 
bitter protests from the Cortes and 
wrecked the scheme."* In 1628-82 Spain 
repeatedly suffered from an alternation 
of reckless monetary inflation and ruth- 
less deflation, but apparently the plans 
of the leading economists and ministers 
for reforming the currency failed to in- 
clude a public bank." The weakness and 
lethargy of the Government during the 
last two decades of the seventeenth cen- 
tury, the War of the Spanish Succession 
in 1701-14, the long-remembered col- 
lapse of John Law’s System in 1720, and 
the relative stability of Spanish money 
in 1715-79—all these not only delayed 
the adoption, but discouraged the pro- 
jection, of banking schemes until long 
after one or more had been tried by the 
other leading powers of western Eu- 
rope.” 

* Archivo del ayuntamiento, Madrid, Moneda, 
2-1§9-149, 2-159-152/53. 

%° Cortes de Castilla, XLV, 447-48, 454, 459-64. 


™ Despite the remarkable stability of English 
money throughout the revolutions and inter- 
nal disorder that marked this period, banking 
projects flourished in England (Richards, op. cil., 
PP. 93-110). 

™ In extensive work upon money and prices in 
Spanish ives I have found no projects for the 
establi t of a national bank in the hundred 
and fifty years preceding the foundation of the Bank 
of Spain. The plan of Cabarrés and the charter of 
the Bank of Spain discussed the schemes for a na- 
tional bank in the reigns of Philip III and Philip 
IV, but neither mentioned subsequent projects. — 

From sometime between 1715 and 1723 to its 
final liquidation in 1853 the Bank of Deposit at 
Barcelona ws in charge of administrators appointed 
by the King of Spain (Usher, of. cit., pp. 501-4). 
But it remained strictly local in character. Neither 
it nor the Valencian Bank of Deposit (Taula de 
Valencia), which was much better known in Castile, 
influenced the preliminary discussions of the Bank 
of Spain, and neither served as a model for it 
any way. 
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To recover Gibraltar—‘“the British 
thorn in Spanish feet”—to combat Brit- 
ish interloping in the colonial trade and 
encroachment on the colonial domain, 
and to avenge repeated humiliation at 
British hands while he was King of 
Naples and of Spain, Charles III de- 
cared war on Great Britain in April, 
1779. Although not fully prepared, Spain 
struck while France and the Revolution- 
ary colonies were at Britain’s throat. 
Waged bitterly for more than four years 
in the Old World and the New, the con- 
flict levied a heavy toll upon human and 
material resources. Despite the popular- 
ity of the war with all classes in Spain,"* 
Charles did not dare to jeopardize morale 
by imposing sufficient taxes to cover a 
substantial portion of its unprecedented 
cost. Unwillingness to tax and inability 
to borrow forced the Government to ac- 
cept the proposal of Francisco Cabarris, 
a French-born businessman, banker, 
economist, and promoter operating at 
Madrid, for an issue of vales reales—the 
first paper money in Spanish history." 
On September 20, 1780, Charles III au- 
thorized the treasury to issue 9,900,000 
vellon pesos"’ of vales bearing interest at 
4 per cent, receivable for all public dues, 
and legal tender for all purposes except 
wage payments and retail trade.” There 
is strong reason to believe that the paper 

"J. F. Bourgoing, Tableau de l’ Espagne moderne 
(Paris, 1803 ed.), II, 44. 


“Archivo histérico nacional, Madrid (here- 
after abbreviated as AHN), Sala de alcaldes de 
casa y corte, Lib. 1368¢, fols. 386-91. 


A vellon peso was equivalent to 15 reals 2 
maravedis, or 15.12 vellon reals. The standard 
silver 8-real piece was equivalent to 20 vellon reals, 
which, in turn, were equivalent to 1 United States 
dollar. In the eighteenth century, velion was the 
money of account. 

Archivo del ministerio de hacienda, Madrid 
(hereafter abbreviated as AMH), Negociado 130, 
Leg. 2, Atado 2, No. 30. 
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currency passed at a discount the mo- 
ment it entered circulation. It certainly 
fell below par within six weeks."’ A sec- 
ond issue, of 5,303,100 pesos, was re- 
quired on March 20, 1781, to finance 
heavy war expenditures in the face of a 
sharp decline in customs receipts result- 
ing from British sea power. The over- 
issue of vales, the unfavorable course of 
the war, and the severance of the sea 
lanes to Mexican and Peruvian treasure 
quickly drove the paper currency 4 per 
cent below specie.” 

Just as the depreciation of the billets 
d@’éat issued by Louis XIV to finance the 
War of the Spanish Succession aided 
John Law in securing a charter for his 
Banque Générale in 1716, so the discount 
on the paper currency prepared the way 
for Francisco Cabarris.*® On October 12, 
1781, he presented an elaborate plan for 
the establishment of a national bank to 
Count Floridablanca, the Prime Minis- 
ter.” Strongly convinced even before the 
first paper money entered circulation 
that without machinery for its redemp- 
tion at the will of the holders it would 
never pass at par, Count Floridablanca 
could hardly look with disfavor upon 
any project largely designed to achieve 
this goal. And this scheme was presented 
with all the ardor, imagination, and elo- 


*? Archivo general de Simancas, Secretaria de 
hacienda, Leg. 359. 


*® AHN, Estado, Leg. 3196, fol. 2; Sala de al- 
caldes de casa y corte, Lib. 1369¢, fols. 342-44; 
Archivo general de Simancas, Secretarta de hacienda, 
Legs. 358-59; AMH, Negociado 130, Leg. 1, Atado 2. 


1% AHN, Sala de alcaldes de casa y corte, Lib. 
1370¢, fol. 456; Conde de Cabarréis, “Memoria al 
Rey Nuestro Sefior Carlos III para la extincién de 
la deuda nacional y arreglo de las contribuciones 
en 1783,” in Cartas sobre los obstdculos que la natu- 
ralesa, la opinion y las leyes oponen a la felicidad pu- 
blica (Havana, 1814 ed.), p. 1; Valentin de Foronda, 
Cartas sobre el Banco de San Carlos (Madrid, 1787), 
P. S4- 


2 AHN, Estado, Leg. 3196. 
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quence of a born projector.” Expecting 
the Bank to combat usury, aid internal 
improvements, and promote agriculture, 
industry, and commerce, Charles III and 
a majority of his able ministers (ever 
eager to stimulate economic development 
whether by removing harmful restraints 
or by taking positive action) overrode 
the initial objections of Count Gausa, the 
Finance Minister, and received the proj- 
ect with sympathy.” With surprising 
rapidity, the Crown sought the advice 
of government officials and financial ex- 
perts.*? Cabarrds refuted the untenable 
objections offered by the financiers but 
modified his scheme in the light of criti- 
cism that either convinced him or seemed 
likely to convince the King’s ministers. 
On November 1, 1781, he apparently 
hoped that the Bank would be chartered 
before the end of the month and be able 
to open its doors by the following April.” 


* Joseph Townsend, a keen observer who met 
Cabarris while traveling in Spain, described him as 
a gentleman “distinguished for singular abilities, 
for a clear head, and for a ready elocution” (A Jour- 
ney through Spain in the Years 1786 and 1787 (3d ed.; 
Dublin, 1792], II, 8). While French ambassador at 
Madrid, J. F. Bourgoing knew Cabarris intimately. 
He reported that Cabarrés “combined a vivid and 
fertile imagination with cultivated talent 
favor of the ministry would not have enabled 
him to surmount the obstacles confronting him. In a 
career where a thousand barriers obstructed his 
entry, he amassed glory, a reputation, and a con- 
siderable fortune Only blind partiality can 
attribute his success to fortunate circumstances. M. 
Cabarrds has had ardent friends and bitter enemies. 
That is not the fate of ordinary men” (op. cit., IT, 49). 
Count Floridablanca paid tribute to “his bold elo- 
quence and ardent imagination” (“Memorial presen- 
tado al Rey Carlos III y repetido a Carlos IV,” 
Biblioteca de autores espattoles, LIX [Madrid, 1899], 
335)- 


= Francisco Cabarras, Elogio del Excelentisimo 
Seftor Conde de Gausa (Madrid, 1786), p. 48; Ferrer 
del Rio, op. cit., IV, 126; AHN, Sala de alcaldes de 
casa y corte, Lib. 1370, fols. 172-86, 194-96. 

23 AHN, Sala de alcades de casa y corte, Lib. 1370, 
fol. 457. 


4 AHN, Estado, Leg. 3196. 


But to overcome inertia and opposition, 
chiefly from the Five Major Guilds 
(Cinco gremios mayores) and other busi- 
ness interests who wanted to retain lu- 
crative army and navy contracts and who 
feared that the Bank might encroach up- 
on and monopolize important branches 
of trade,” Cabarris was forced to work 
diligently in inner political circles 
throughout the fall and winter.” As late 
as April 13, 1782, he felt obliged to draft 
another long memorial to support his 
plan.?? 

“To assure success, maintain good 
faith,” and satisfy “all the elements of 
society who may be interested in the 
Bank,” Charles III called a special as- 
sembly of ministers and experts, which 
included Count Campomanes and Gas- 
par de Jovellanos—two of the leading 
Spanish economists and statemen of the 
eighteenth century—treasury officials, 
agents of the Five Major Guilds, and 
representatives of other mercantile in- 
terests. With the assembly’s endorse- 
ment, the plan to establish a national 
bank was finally submitted to the King’s 
ministers, who approved it individually 
in writing. It may not have been an ex- 
aggeration to claim that “this was per- 
haps the most prolonged and detailed 
examination of any public establishment 
in this century.’”** On May 15, 1782, 


Ferrer del Rio, op. cit., IV, 124; Eugenio 
Larruga, Memorias politicas y econdémicas sobre los 
frutos, comercio, fabricas y minas de Espana, I 
(Madrid, 1787), 223. 


26 Precisely as John Law had worked in 1715-16 
(Earl J. Hamilton, “Prices and Wages at Paris 
under John Law’s System,” Quarterly Journal of 
Economics, LI [1936-37], 44-45). 


*” AHN, Estado, Leg. 3196. 


*8The project had been submitted first to 4 
special Council on War Finance composed of Manuel 
Ventura Figueroa, President of the Council of Cas- 
tile; Miguel de Nava; Count Campomanes; and 
Marquis Zambrano, a competent and high-ranking 
treasury official. After hearing Cabarras, the special 
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Charles submitted to the Royal Council 
an act chartering the National Bank of 
Saint Charles (Banco Nacional de San 
Carlos), which under various official 
titles’? has always been known as the 
Bank of Spain.*° On June second the 
charter was published. 


III 


While formulating his plans, Cabarrdés 
carefully studied the structure and op- 
erations of the Bank of England;* and 
he was obviously familiar with the con- 
stitution and functions of the Bank of 
Amsterdam.** But the Bank of Spain 
differed radically from these and all 
other national banks. Because of its 
unique character and because the seeds 
of many of its future difficulties were 
sown in the charter, a complete exposi- 
tion of the Bank’s organization and func- 
tions seems worth while. 

The Bank was to be “national and 


council recommended the scheme, with revisions pro- 
posed or accepted by him. The plenary Council of 
Castile approved it next. Then it went to the 
special assembly (AHN, Estado, Leg. 3196; Octava 
junta general del Banco Nacional (Madrid, 1792], 
PP. 93-94). 

* National Bank of Saint Charles until 1829, 
Bank of Saint Ferdinand in 1829-56, and Bank of 
Spain since 1856. 

Ne E.g., in his Diccionario de hacienda con aplica- 
cién @ Espata (Madrid, 1833 ed.), I, 125, José 
Canga Argiielles, the fiscal expert, who owned Bank 
shares and often attended stockholders’ meetings 
late in the eighteenth century, listed the institution 
as the “Bank of Spain with the Name of Saint 
Charles.” The book through which Count Mirabeau 
attempted to destroy it in 1785 was entitled De la 
Banque d’ Espagne, dite de Saint-Charles. 


* AHN, Sala de alcaldes de casa y corte, Lib. 
1370¢, fols. 456-57, 471; Ferrer del Rio, op. cit., 
IV, 123-24. 


* AHN, Estado, Leg. 3196. 


“Count Floridablanca spoke of the great ad- 
vantages that England and the Netherlands had 
derived from their banks; but, like Cabarras, he 
did not mention the banks of deposit at Barcelona 
or Valencia (0p. cit., Biblioteca de autores, LIX, 335). 


IorI 


general throughout Spain and the Indies. 
To maintain its existence and public 
confidence,” it was established under 
“royal protection” but was privately 
owned. The Crown, municipalities, reli- 
gious orders, companies, all social classes 
in Spain or the colonies, and even for- 
eigners might purchase and transfer its 
stock; but no stockholder was to enjoy 
special control because of his status.*‘ 
The Bank’s first function was to redeem 
vales in specie at par and to discount 
bills of exchange and promissory notes at 
4 per cent a year. To be eligible for dis- 
count, commercial paper had to mature 
in not more than ninety days and bear 
three signatures,** of which one had to be 
that of a businessman domiciled at Ma- 
drid who had never defaulted on a com- 
mercial obligation. The Bank’s second 
function was to make foreign remittances 
for the Crown for the moderate commis- 
sion of 1 per cent.* ; 

No privilege caused either as much 
opposition prior to the charter or as 
great difficulty afterward as did the con- 


34 The President of the Council of Castile was to 
preside over the first meeting of stockholders, and 
the Attorney-General was to attend subsequent 
meetings, without a right to vote, to see that the 
charter and fundamental laws were not violated. 
But the charter stated specifically that if the King 
or other members of the royal household should buy 
stock, they would be limited to one vote and would 
enjoy no special privileges (Real cédula de S. M. 
y sehores del consejo, por la qual se crea, erige y 
autoriza un banco nacional y general para facilitar 
las operaciones del comercio y el beneficio piblico de 
estos reynos y los de Indias, con la denominacién de 
Banco de San Carlos (Madrid, 1782]—hereafter 
abbreviated as Cédula que erige un banco nacional— 
Arts. XXI-XXTI, XXXII). 


35 The bylaws and regulations of the First Bank 
of the United States limited its discounts to two- 
name, sixty-day paper and authorized the directors 
to demand additional security when they deemed 
this expedient (J. T. Holdsworth, The First Bank of 
the United States (Washington, 1910], p. 27). 


3% Cédula que erige un banco nacional, Arts. 
XX-XXIII, XXXVII-XXXVIII. 
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cession of supplying the army and navy 
with provisions and the army with uni- 
forms in Spain and America for a period 
of not less than twenty years, commenc- 
ing with the expiration of the existing 
contracts. Provisionally the Bank was 
to operate at cost plus a commission of 
10 per cent, but the Crown reserved the 
right to shift to contract “prices to be 
agreed upon reciprocally by the Bank 
and the royal treasury.”? The charter 
failed to allow interest at 4 per cent on 
advances for supplies, as the project of 
Cabarrds had specified and as the Bank 
was to demand with increasing impor- 
tunity and bitterness as the arrearage 
lengthened and the losses on provisions 
mounted. 

In keeping with the fixed policy of 
Charles III and his enlightened minis- 
ters to use every means at their disposal 
to stimulate economic development, the 
charter stipulated that in procuring 
army and navy supplies the directors 
“must favor domestic products and 
manufactures and encourage them in 
every possible way.’’** 

Recognizing the extreme susceptibility 
and vulnerability of the Bank to a 
charge of monopoly, Cabarrés argued 
throughout his project that it would not 
diminish, but increase, competition. The 
charter incorporated all the safeguards 
that he proposed or his critics demanded. 
The Bank was specifically required to 
purchase army and navy supplies at 
home and abroad through existing firms. 
Clerks and other employees might be 
hired to handle the accounts in the Ma- 
drid office of the Bank, but no other em- 
ployees might be used in any way to pro- 
cure or distribute supplies. In selecting 
correspondents and agents the Bank was 
to favor firms owning its stock—but 
only when other things were equal. Not 


37 Ibid., Art. ITT. 38 Tbid., Art. XIV. 
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to protect depositors, noteholders, or the 
general public but explicitly to shield 
businessmen against competition, the 
charter forbade the Bank “to depart 
from the three objects of its establish. 
ment** or to mingle in purchases or com- 
mercial speculations,”* except in cases 
in which “the Crown shall charge it to do 
so abroad or shall entrust it with a com- 
mission to promote agriculture or manu- 
factures in some provinces of the king- 
dom.” The charter specifically stated 
that the Bank would not have a monop- 
oly on loans or discounts, and it received 
no exclusive privileges of holding public 
deposits or issuing notes. 

Spanish, colonial, or foreign owners of 
25 or more shares of stock might attend 
meetings of stockholders in person or by 
proxy and cast one vote. Corporate, in- 
stitutional, and governmental holders of 
the requisite number of shares might des- 
ignate proxies. In deference to the pre- 
vailing sentiment against monopoly and 
in keeping with contemporaneous cor- 
porate practice in Spain, one vote was 
the maximum allowed any stockholder, 
regardless of the number of his shares.* 


39 (rt) To discount commercial paper and redeem 
vales, (2) to make foreign remittances for the 
Crown, and (3) to supply the army with uniforms 
and the army and navy with provisions. 


4° That the prohibition to engage in commerce 
was solely designed to avoid “injuring private busi- 
ness” was clearly recognized by the directors. In 
fact, the possibility that the purchase of French 
securities might compete with private enterprise 
was the only question considered by the directors 
on October 22, 1788, in deciding whether this ill 
fated venture might violate the Bank’s charter 
(Octava junta general, p. 173). 


“*Cédula que erige un banco nacional, Arts. 
XXVI, XXIX, XL. 


42 The prevailing sentiment against narrow Ccon- 
trol of public banks at this time was strong enough 
to induce Alexander Hamilton, the Americad 
apostle of financial capitalism, to object strenuously 
to the Bank of North America’s principle of 1 vote 
for each share of stock owned. Hamilton also ob- 
jected to the opposite extreme, adopted by the Bank 





# SSP R Ses 


RESSESS 


THE FOUNDATION OF THE BANK OF SPAIN 103 


The project of Cabarris had specified 
that each director must own 150 or more, 
but the charter required only 50.* 

Perhaps the weakest feature of the 
Bank of Spain’s structure was the com- 
plete lack of a responsible executive. Un- 
like the Bank of England, it had no gov- 
emor or deputy-governor; and, unlike 
the First and Second Banks of the United 
States, it had no president. The author- 
ity of the stockholders to determine most 
of the Bank’s policies greatly accentu- 
ated this weakness. Naturally, the aver- 
age stockholder or proxy lacked the 
requisite knowledge and the technical 
qualifications to grapple with numerous 
problems. Furthermore, only questions 
that arose shortly before the annual 
meetings could receive prompt attention. 
In spite of the exclusion of small stock- 
holders, the number attending the an- 
nual meeting, which reached a peak of 
524 in the stormy session of 1789, was 
entirely too large to permit calm or de- 
liberate consideration of problems and 
policies in a country famous for oratory 
and wit.‘ 


of Spain, of only : vote for each stockholder however 
great his number of shares. “A prudent mean is to 
be preferred” (The Works of Alexander Hamilton, 
ed. John C. Hamilton [New York, 1851], III, 130-31). 
The charter of the First Bank of the United States 
sought this “mean” by allowing 1 vote for the first 
share, 1 for the next 2 shares, and so on until a 
maximum of 30 votes was reached (Holdsworth, 
op. cit., p. 128). 

The stockholders of the Real Compafifa Mart- 
tima, chartered in 1789, were allowed 1 vote for their 
first 50 shares, 2 votes for 100, and 3 votes for 150; 
but 3 votes were the maximum (AGN, Reales cédu- 
las, Vol. CXLIV, No. 149, fol. 248). 


“ AHN, Estado, Leg. 3196; Cédula que erige un 
banco nacional, Arts. XV, XXX. 

“4 There were 222 stockholders and 302 holders 
of proxies (Séptima junta general del Banco Nacional 
(Madrid, 1789], pp. 1~51). 

‘Cf. Ramén Santillén, Memoria histérica sobre 
los bancos (Madrid, 1865), I, 39. 

A total of 366 stockholders and proxies attended 
the annual meeting in 1785, and 341 in 1786 (Gazeta 


There were eight directors,“ two of 
whom were in charge of the army and 
navy supplies. Since these two directors 
needed high technical qualifications and 
had to serve full time, they were hand- 
somely rewarded‘? and given permanent 
tenure. The stockholders nominated 
four men for the posts as directors of sup- 
plies, from whom the Crown selected 
two. The remaining six directors elected 
by the stockholders served without pay 
for two-year terms, with half expiring 
each year. Three had to be businessmen 
of good standing who had never become 
bankrupt or defaulted on their commer- 
cial obligations, and the remaining three 
might be either noblemen or commoners 
without financial or business experience. 
Directors were eligible for re-election in- 
definitely ;** and, once in office, they were 


de Madrid, 16 de Enero, 1787, pp. 41-44). In 1790 
there were 154 stockholders and 206 proxies at the 
annual meeting (Octava junta general, pp. 1-27). 
In 1792 there were 173 stockholders and 227 
proxies (Décima junta general del Banco Nacional 
[Madrid, 1792], pp. 1-24). In 1797 there were 139 
stockholders and 174 proxies (Décimaquinta junta 
general del Banco Nacional (Madrid, 1798], pp. 1-22). 
In 1801 there were only 113 stockholders and 136 
proxies (Décimanovena junta general del Banco 
Nacional (Madrid, 1802], pp. 5-26). 


4* The First and Second Banks of the United 
States had twenty-five directors, and the Bank of 
England twenty-four, along with a governor and 
deputy governor. 


47 The project of Cabarrds provided for an annual 
salary of 50,000 reals (AHN, Estado, Leg. 3196). 
This was equivalent to $2,500, the salary of the 
President of the Bank of North America. The 
President of the First Bank of the United States 
was paid $3,000. The charter of the Bank of Spain 
prescribed no salary for the directors of supplies 
but gave the stockholders power to fix their com- 
pensation (Cédula que erige un banco nacional, 
Art. XIV). 


48 As Hamilton had recommended, the charter 
of the First Bank of the United States required 
one-fourth of the directors to fetire each year. 
Hamilton regarded the absence of such a safeguard 
against control by a monopolistic clique as no less 
dangerous than the principle of one share, one 
vote (Holdsworth, op. cit., pp. 16, 19). 
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not easily dislodged. Three of the origi- 
nal directors—Pedro Bernardo Casama- 
yor, Count Altamira, and Juan Bautista 
Rossi—served continuously until 1790, 
when the Government intervened and 
appointed a new slate. By 1796 Count 
Altamira was elected to the board of 
governors, established by the adminis- 
trative reorganization of 1793; and he 
was still serving in 1801, the Bank’s 
nineteenth year. 

The oldest of the six biennial directors 
presided at meetings of the stockholders 
but exercised no other executive func- 
tions. All the affairs of the Bank except 
army and navy supplies were adminis- 
tered by the six biennial directors, who 
served three hours a day in pairs by ro- 
tation for periods of one month. This 
meant that each of the six directors, who 
served without compensation, was re- 
quired to work four months a year. 
Hence there was a real danger that the 
posts might gravitate into the hands ei- 
ther of men willing to accept indirect re- 
wards, often at the expense of the Bank, 
or of the idle rich, seeking honor. Since 
the indirect remuneration sometimes in- 
volved chicanery or corruption and the 
idle rich might easily remain idle, each 
type left much to be desired. The stock- 
holders elected the cashier, secretary, 
and head bookkeeper and determined 
their compensation. They held office dur- 
ing good behavior and were responsible 
to the stockholders. The directors ap- 
pointed the remaining employees and 
fixed their salaries.*? Only Spanish sub- 


49 The funds of the Bank were held in tradi- 
tional Spanish treasure chests, with three locks, 
and the oldest biennial director, one of the directors 
of supplies, and the cashier holding the three keys. 
The cashier was never entrusted “with more funds 
than are necessary for one week’s operations.” 
The bylaws of the Bank of England required that 
the cash be kept under three or more locks, with the 
keys held by “ ‘such three or more of the Governor, 
Deputy, and Directors’ as the Court of Directors 
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jects might serve as directors, officers, or 
employees.*° 

The Bank was capitalized at 300 mil- 
lion vellon reals,* which was 50 per cent 
more than the capitalization of the First 
Bank of the United States but less than 
a third as great as that of the Bank of 
England in 1782. To spread the owner- 
ship and thus “discourage monopoly,” 
the capital was divided into 150,000 
shares with a par value of 2,000 reals— 
far below the usual value of shares in 
Spanish corporations.” 

Although the capital was to prove em- 
barrassingly large, the charter permitted 
the Bank to expand it by 3,000 shares 
every third year for thirty years, making 
a total increase of 30,000 shares, and to 
sell the new stock for all it would bring.® 


should direct” (W. Marston Acres, The Bank of 
England from within, 1694-1900 (London, 1931], 
I, 38). 


5° Cédula que erige un banco nacional, Arts. XIII- 
XV, XVII, XIX, XXI, XXVIII, XXX. 


5« A vellon real was equivalent to approximately 
five United States cents after the adoption of our 
system of coinage in 1792. 


5? E.g., the shares in three maritime insurance 
companies organized in March and May, 1783, had 
par values of 60,000 reals, 100,000 reals, and 150,000 
reals, respectively (Gazeta de Madrid, 25 de Marzo, 
1783, p. 280; 28 de Marzo, 1783, p. 288; 9 de Mayo, 
1783, pp. 409-10). The shares of the Compaifila 
Maritima de M4laga, organized in 1784, had a par 
value of only 3,750 reals; but this was almost twice 
as great as the Bank shares (ibid., 5 de Febrero, 1793, 
pp. 82 ff.). The only company having smaller shares 
than the Bank that has come to my attention was 
the Real Compajfifa Marftima, with shares of 1,000 
reals, chartered on September 19, 1789, to promote 
the fisheries (AGN, Reales cédulas, Vol. CXLIV, No. 
149, fols. 238-48. 

The par value of a share in the First Bank of 
the United States was $400, or 8,000 reals; and of a 
share in the Bank of England, £100, or approxi- 
mately 10,000 reals. 


s3QOstensibly to guarantee Spanish subjects 
against being deprived of the benefits of stock 
ownership, the plan of Cabarras had provided for 
an increase in the number of shares by 3,000 every 
three years without any time limit whatever (AHN, 
Estado, 3196). 
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On March 14, 1782, Gaspar Jovellanos 
enthusiastically approved the banking 
plan except for “the immense capital 
which one cannot contemplate without 
alarm.” He feared that inflation would 
result from the vast resources and also, 
with doubtful consistency, that inability 
to use all the funds would hold the Bank 
dividends at an unremunerative level. 
Consequently, he advocated a reduction 
of the capital to 200 million reals, with- 
out authorization to increase it “‘save 
in the light of experience and with royal 
approval.”’*4 In fact, the capital proved 
excessive. Instead of being increased, as 
the charter permitted, it was reduced 20 
per cent by 1788. Four years later a joint 
committee of directors and royal com- 
missioners, attempting to devise means 
of raising the Bank’s earnings, could find 
no profitable employment for as much as 
two-thirds of its resources. On August 9, 
1792, the stockholders voted to offer 
a reward for the best plan for utilizing 
the Bank’s excess reserves. When the 
institution collapsed and was reorganized 
in 1829, the capital was reduced to 60 
million reals,* only a fifth of the original 
figure. 

Natives of Spain were given three 
months in which to buy 75,000 shares, 
after which Spaniards and foreigners 
alike were allowed five months to sub- 
scribe for the remainder at par. The other 
75,000 shares were reserved for the In- 
dies for eighteen months, after the expira- 
tion of which they were available to 
everyone at par for six months. The 
European and American shares not sold 
in the allotted eight or twenty-four 

*“Dictamen que Dié en una junta formada de 
érden de Su Majestad para el exAmen del proyecto 
de un banco nacional, presentado por el Conde de 


Cabarris el afio de 1782,” Biblioteca de autores 
espaftoles, L (Madrid, 1898), 11-13. 


 Décima junta general, pp. 171-72, 210-11. 
* Canga Argiielles, op. cit., I, 126. 


months, respectively, might be marketed 
by the directors wherever they pleased 
and for whatever they could obtain.” 
The Bank of Spain was thus encouraged 
to trade in its own stock. Few other 
privileges granted by the charter were 
destined to arouse more animosity. 

In payment for shares the Bank would 
receive sound bills of exchange or prom- 
issory notes at a discount of 4 per cent 
per annum or vales at par plus accrued 
interest. No provision was made for in- 
stalment purchases, with payments ei- 
ther upon call or at fixed intervals, which 
characterized security flotations every- 
where in this period.” 

The apparently innocuous provision 
for the distribution of net earnings to 
stockholders according to the number of 
their shares® was destined to impair the 
Bank’s capital. The clear implication 
that all the profits were to be disbursed 
discouraged the accumulation of a re- 
serve. No less certain was the implica- 
tion that unearned dividends were not to 
be paid. But penalties for unearned dis- 
bursements were not provided; and, since 
the power to declare dividends rested 
with the stockholders, subject to the ap- 
proval of the Crown, sanctions could 
hardly have been enforced. Imprudent 
stockholders, when confronted with the 
choice between foregoing returns on their 
investment and maintaining the Bank’s 
resources in years of low earnings or of 
actual loss, were to vote dividends; and 
the Crown was to lack the courage to 
veto them. 

By a special dispensation—not re- 

51 Cédula que erige un banco nacional, Arts. V, 
VII, TX, XII. 

5* The Bank of England was explicitly forbidden 
by its first charter to deal in its shares (J. E. Thorold 
Rogers, The First Nine Years of the Bank of England 
[Oxford, 1887], p. 1). 

589 Cédula que erige un banco nacional, Art. X. 


6 Jbid., Art. XX. 





106 


quested and probably not desired by 
Cabarris"—the Bank was given a claim 
equivalent to a mortgage (real accién 
hipotecaria) against the property of ac- 
ceptors, endorsers, and drawers of com- 
mercial paper.” For the benefit of the 
Bank a royal decree of June 2, 1782, re- 
moved many former loopholes for the 
evasion of their obligations by acceptors, 
endorsers, and drawers of bills of ex- 
change and promissory notes;** but only 
the commercial paper in the Bank’s 
portfolio enjoyed mortgage rights against 
property, whether held in fee simple or 
entailed. 

A portion of the building the Bank 
was empowered to buy or lease had to be 
made available to businessmen and 
brokers for trading and carrying on ar- 
bitrage in commodities, securities, bills 
of exchange, and other forms of com- 
mercial paper. The Government ex- 
pected the broader market and the re- 
sultant publicity to repress usury and 
lessen monopoly.* 

Particularly unfortunate was the pro- 
vision that “if any stockholder, because 
of need or for his convenience; should 
wish to use the capital [par value] of his 
shares he can receive it back from the 
Bank in whole or in part until the next 
stockholders’ meeting, that is, for a year, 

6: Most of the recommendations of Cabarrdés 
were followed; but exceptions were numerous and 
important enough to undermine Pierre des Essars’ 
contention that “the royal memorandum of June 2, 
1782, establishing a national bank, with general 
powers, under the title of the Bank of Saint Charles, 
adopted all the propositions of Cabarrdés” (““Bank- 
ing in Spain,” in A History of Banking in All Leading 
Nations (London, 1896], ITT, 232). 

6 Cédula que erige un banco nacional, Arts. 
XXXTI-XXXIV. 

$3 AHN, Sala de alcaldes de casa y corte, Lib. 
1370€, fols. 473-76. 

$4 G. Desdevises du Dezert, L’ Espagne del ancien 
régime, II (Paris, 1899), 428. 

8s Cédula que erige un banco nacional, Art. 
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six months, or three months.... at 4 
per cent per annum.”’ The stock had to 
be deposited as collateral; and to satisfy 
unpaid loans it might be taken at 1} per 
cent below the current market price.“ 
To the extent that loans were made, the 
capital of the Bank was obviously im- 
paired; and this promise to stockholders 
automatically committed the Bank to 
peg the price of its stock virtually at par. 
The fatal lesson of John Law’s exhaus- 
tion of his resources in a futile effort to 
hold the quotation of his stock at a fixed 
level had been given in vain.” 

That the Bank did not expect to keep 
the principal deposits of the Crown is 
evident from the stipulation that to save 
the 4 per cent interest due on advances 
for foreign remittance the Government 
“can remit to the Bank the necessary 
funds and have a current account which 
will be debited with the payments made 
on its order and thus reimburse the Bank 
for the sums that it pays out.” Business- 
men might also keep a current account to 
save the 4 per cent interest on advances 
for remittances; but they would have to 
pay the Bank fees, to be determined by 
the stockholders at their first meeting, 
for holding their balances, “‘as is the 
practice in Holland.’’** Obviously plan- 
ning to operate with their huge capital 
as a loan company rather than as a com- 
mercial bank, with interdependent loans 
and deposits, the framers of the charter 
expected neither private nor public de- 
posits to provide funds for profitable 
loans and discounts. Furthermore, the 
charter failed to authorize the Bank to 
issue notes. A prospectus published by 

% Tbid., Art. XX XTX. 

6 Earl J. Hamilton, “Prices and Wages it 
Southern France under John Law’s System,” 
Economic Journal, Economic History Suppl, 
TIT (1934-37), 453- 

63 Cédula que erige un banco nacional, Arts. 
XXXVI, XLIV. 
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Cabarrés and approved by the Crown 
made clear that the Bank had this right 
but frankly admitted that it would be 
difficult to exercise.®° 

Although the charter failed to mention 
branches, the prospectus circulated by 
Cabarras claimed that the Bank had the 
right to establish them at CAdiz, Seville, 
Bilbao, Barcelona, Valencia, and Malaga. 
Cabarrds argued, moreover, that “they 
will be necessary because the sale of all 
the shares will assure the Bank a surplus 
of funds which will prove a burden to it 
without this outlet.””° 

The charter had no time limit what- 
ever; and nominally the stockholders, 
including many foreigners, exercised 
complete control. Theoretically, the 
power of the Crown was limited to the 
selection of two of the four stockholders’ 
nominees for the posts as directors of 
supplies, to sending a royal attorney to 
stockholders’ meetings to see that the 
charter was not violated, to passing up- 
on amendments to the charter, and to ap- 
proving actions of the stockholders not 
covered by it.” Actually the Crown ap- 
proved all resolutions of the stockhold- 
ers before they were released or put into 
eflect, and dividends were never paid 
without royal approval.” 

Upon the sale of 45,000 of the 150,000 
shares of stock the owners might meet 
to organize, and the Bank might open as 
soon as the necessary arrangements could 
be completed. The charter authorized 
Cabarrds to publish a prospectus explain- 
ing to the public the structure, functions, 
and plan of operations (as governed by 


* Count Honoré Gabriel Riquetti de Mirabeau, 
De la Banque d’Espagne (n.p., 1785), pp. xviii-xix. 

 Ibid., p. xxii. 

™ Cédula que erige un banco nacional, Art. XLV. 


™ See, e.g., Gazeta de Madrid, 25 de Diciembre, 
1789, p. 888. 
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the charter) and soliciting subscriptions 
for stock.’ He lost no time in issuing his 
prospectus in French and Spanish and 
distributing it, along with subscription 
forms, throughout the countries of west- 
ern Europe with which Spain was at 
peace. Domestic and foreign newspapers 
were flooded with publicity; and thirty- 
seven firms were appointed to accept sub- 
scriptions in twenty Spanish provincial 
cities, with the central agency at Madrid. 
Correspondents were also designated for 
Paris, Marseille, Bordeaux, Lyons, Ba- 
yonne, Amsterdam, Hamburg, Genoa, 
Naples, and Lisbon.’4 The Council of the 
Indies handled subscriptions in Amer- 
ica.75 


IV 


In the prospectus Cabarris strenuous- 
ly endeavored to demonstrate that mer- 
cantile interests had nothing to fear, that 
dividends on the Bank stock would be 
high and certain, and that the danger of 
losing any part of thé principal was nil. 
Unchecked by blue-sky laws or regu- 
latory commissions, Cabarrds resorted 
to reckless claims to overcome the sales 
resistance of investors—the last ob- 
stacle to the realization of his dream. 

Since merchants, feared earlier be- 
cause of their political power, were large 
potential investors, they were reminded 
that “every speculation, every enter- 
prise, every affair foreign to its three ob- 


13 Cédula que erige un banco nacional, Arts. VIII- 
IX, XLVI. 


14 Gazette de France, 12 Juillet, 1782, pp. 269 ff.; 
Mercurio historico y polttice, II (Junio, 1782), 193- 
205; Gazeta de Madrid, 11 de Junio, 1782, pp. 472 ff.; 
Mirabeau, op. cit., pp. xvii-xxxix. 

75 AGN, Reales cédulas, Vol. CXXIV, No. 93, 
fols. 166-67. Bills of exchange on Havana and Vera- 
cruz were accepted, but strong money in the Indies 
was rated as weak money in Spain; that is, 20 reals 
in America were equivalent to 15.06 reals at home 
(Mercurio histérico y politico, TL (Junio, 1782), 
203-4). 
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jectives” is strictly forbidden to the 
Bank.” To engage in commerce would 
augment “the monopoly that it serves 
essentially to destroy.” The Bank would 
“enlarge the field for industry by furnish- 
ing it more liquid and easier [financial] 
means.”’ It would “combat commercial 
monopoly” by taking the profits from 
the army and navy contracts out of the 
hands of a very few “fournisseurs” and 
“spreading them among a large number 
of stockholders.’’”” 

The capital of 300 million reals “kept 
in continuous activity ....at 4 per cent 
will yield 12 million reals.”” The profit 
on 15 million reals a year of foreign re- 
mittances for the Crown at 1 per cent 
would amount to 150,000 reals. The 
prospectus made no allowance for slack 
business, reserves of capital, wars (which 
it required little foresight to anticipate), 
contingencies, bad loans, or unpredict- 
able losses of any kind! From its army and 
navy contract the Bank would earn 10 
per cent on 120 million reals of supplies, 
or 12 million reals a year. Investors were 
not informed that cost plus 1o per cent 
was definitely a provisional arrangement 
to be replaced by contract prices, which 
might or might not cover expenses and 
leave a profit. Furthermore, the prospec- 
tus stated categorically that the Crown 
would allow 4 per cent interest on all ad- 
vances for supplies—a concession that 
the charter had flatly refused to grant. 
Presumably no capital whatever would 
be required to handle the colossal army 
and navy supplies. More optimistic than 
John Law in his palmiest days or William 
Paterson while launching his Darien 
scheme, Cabarraés apparently expected 
practically no expenses, absolutely no 


76 See above, n. 30. 

7 “Prospectus de la banque nationale établie 
en Espagne,” in Mirabeau, of. cif., pp. xix-xx, 
xxvi. 
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losses, and neither disputes nor delays 
in collecting from the Crown.” 

The French prospectus for distribu- 
tion in the leading financial centers of 
the Continent estimated the profits at 
8.2 per cent and affirmed “that each 
stockholder can flatter himself with hay- 
ing an annual return of 8, 73, 7, or put- 
ting it at the very lowest 6 per cent.” In 
the Spanish version for distribution at 
home, where the marginal efficiency of 
capital was higher, Cabarrds assured in- 
vestors that the dividends could not fall 
below “73 or at the least 7 per cent.”” 

To combat the fear of loss, Cabarris 
contrasted the security afforded by Bank 
stock with the dangers besetting alterna- 
tive investments. The Bank would make 
no commercial ventures because “the 
risks and the delays inherent in these 
operations are absolutely incompatible 
with the solidity and the simplicity 
which should govern the affairs of a 
public bank.” The “brilliant earnings” 
Cabarris envisaged “become more so 
when one compares the solidity of this 
product to that presented by several com- 
panies, which, besides their political in- 
convenience, are constantly engaged in 
arbitrary, distant, and hazardous specu- 
lations, and which offer no security to 
their stockholders and even less to their 
creditors.” There could be no loss on the 
principal; for stockholders might either 
borrow the full par value of their shares 
from the Bank or have it redeem them 
at par if they convinced a judge “that 
they had found a more profitable em- 
ployment for their funds.” Summarizing, 
Cabarrds affirmed that the Bank “pre- 
sents to capitalists employment for their 
funds without risk [sic] at 6 or 7 per cent 
a year, with the certainty of being able 

1 Tbid., pp. xxiv-xxvi. 


9 Ibid., p. xxviii; Mercurio histérico y politico, 
II (Junio, 1782), 197. 
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to get them back by borrowing at 4 per 
cent.’’*° 

The misconception of the nature and 
functions of banking capital manifested 
by the obligation to redeem shares on 
judicial order or to lend practically their 
full par value was further demonstrated 
by the invitation to foundations and 
charitable institutions to invest in shares 
their temporarily idle funds “while 
waiting for them to fulfill their true desti- 
nation,” with the privilege of receiving 
the par value of the shares from the Bank 
when this moment arrived. Not content 
with the implicit commitment of the 
charter to pay out all that was earned, 
Cabarrés promised that profit and loss 
statements would be published “in all 
European newspapers . . . . showing the 
net profits, which will be distributed 
among the stockholders without the least 
retention.””** 

Whether a public bank could operate 
outside a democracy had long been seri- 
ously questioned by contemporary econ- 
omists and statesmen throughout Eu- 
rope,** and the notorious sequestrations 
of American treasure imports by the 
Spanish monarchy for almost three hun- 
dred years gave special cause for alarm. 
Hence investors were assured that the 
Government had resolutely determined 
to leave the management and policies 
“of this institution, founded on the 
sacred principles of property and liberty, 
completely in the hands of the stock- 
holders.” The prospectus dwelt upon 
the Crown’s commitment by the charter 
to regard the shares owned by foreigners 
as “sacred, inviolable, and protected by 

* “Prospectus de la banque nationale établie en 
Espagne,” in Mirabeau, op. cit., pp. xix, xxviii-xxix, 
XXXI-XXxxil. 

" Ibid., pp. xxix—xxx. 

" Cf. Sir John Clapham, The Bank of England: A 
History (Cambridge, 1944), I, 10. 
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international law in peace and in war.” 
That individuals and firms owning shares 
could expect preference in the selection 
of correspondents abroad was held out 
as an inducement to foreigners to cast 
their lot with the Bank. In an effort to 
exploit local patriotism in the six cities 
designated for branches, the prospectus 
declared that “the branches will be en- 
tirely administered by the stockholders 
of the said cities.” Branch directors 
would be chosen by the local stockhold- 
ers exclusively from their own ranks. 
The economic advantages to the munici- 
palities of having branches was empha- 
sized. The discount rate would be 5 per 
cent, in order to yield a net return of 4 
per cent on the capital assigned the 
branches; but this would relieve the 
provinces of the usurious rates of “6, 7, 
or 8 per cent now being paid there.”*s 
To operate with economy and effi- 
ciency, the Bank would keep its books 
by double entry, “have only the number 
of employees absolutely necessary, and 
choose personnel of unquestionable com- 
petence.’’*4 Outright payment for shares 
was nominally required, but the charter 
provision for the acceptance of bills of 
exchange and promissory notes left the 
door wide open for the acquisition of 
stock on credit—an evil invariably out- 
lawed by modern banking legislation. 


V 


Neither the rash promises of the pro- 
spectus nor the salesmanship of Cabarris, 
who seems to have gone to the leading 
Spanish financial centers to put high 
pressure upon investors, succeeded in 
generating an active market for the 
shares. With the siege of Gibraltar at its 
height and the floating batteries—a high- 

$3 “Prospectus de la banque nationale établie en 
Espagne,” in Mirabeau, o?. cit., pp. xxi-xxiv, xxxi. 

84 [bid., p. xxx. 
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ly publicized “secret weapon” deemed 
capable of pulverizing the British forti- 
fications—constantly expected to go in- 
to action, June-August, 1782, was not a 
propitious time to raise capital.** The 
general despair following the annihila- 
tion of the vaunted secret weapon by the 
guns of Gibraltar, in September, when 
Spain ventured to use it, and the landing 
of British reinforcements and supplies 
the following month, prolonged the un- 
favorable conjuncture. The interruption 
of trade, particularly with the New 
World source of specie, by British sea 
power engendered a crisis, severely felt 
in such financial and commercial centers 
as Barcelona, Valencia, MAlaga, CAdiz, 
and Bilbao. The capital market did not 
recover until long after the conclusion 
of peace with Great Britain, in February, 
1783, had reopened the trade routes to 
the Indies. 

To stimulate the faltering subscrip- 
tions, a royal decree of August 27, 1782, 
not only authorized but urged municipal- 
ities to invest in Bank shares any surplus 
funds they might have from tax receipts 
or the operation of the public granaries. 
Cities lacking surpluses were requested 
to study every possibility of accumulat- 
ing funds by levying special taxes or re- 
ducing expenditures. A majority vote 
of the municipal councils might author- 
ize a purchase, and no provision was 
made for a minority (however large) to 
appeal. But when the vote was negative, 
one or more dissenting councilors were 
exhorted to “gain royal gratitude” by 
appealing to the intendant of the prov- 
ince. The intendant would bring the case 
before the Council of Auditors (Consejo 
de contaduria) or the General Superin- 
tendent of Granaries, who were empow- 
ered to overrule the city councils and 


8s Cf. Ferrer del Rio, op. cit., IV, 125. 


force them to buy Bank stock. The 
Crown promised to “remember the zeal 
of municipal officials and councilors who 
take the lead in promoting subscriptions 
and in finding the necessary means.” 
Count Campomanes was appointed an 
executive agent of the Council of Audi- 
tors to stimulate municipal subscrip- 
tions. Count Floridablanca, the Prime 
Minister, was General Superintendent of 
the Granaries. That Campomanes and 
Floridablanca acted with energy and de- 
termination is attested by the high per- 
centage of the Bank’s capital supplied by 
the municipalities and granaries and by 
the vote of thanks they received at the 
second meeting of stockholders.** 

In response to a request from the di- 
rectors, evoked by the lagging subscrip- 
tions, on February 3, 1783, the Govern- 
ment made Bank stock eligible for in- 
vestments by hospitals, churches, reli- 
gious endowments, fraternities, founda- 
tions, and entailed estates. Although 
only a pathetic fraction of the minimum 
capital prescribed by the charter for the 
Bank to organize was in sight, the Gov- 
ernment affirmed that “the solidity of 
this establishment gives to the stock the 
security that is sought for these funds.””’ 
The viceroys in the New World were re- 
peatedly urged to use all their influence 
and power—directly or through the 
American merchant guilds—to induce 
businessmen and other residents to sub- 
scribe for Bank stock. Specie sent to 
Spain for this purpose was given highly 
preferential freight rates and exempted 


% AHN, Sala de alcaldes de casa y corte, Lib. 
1370€, fols. 486-89; Segunda junta general del Banco 
Nacional (Madrid, 1784), p. 30. 

87 Archivo del Banco de Espafia, Secretaria, Leg. 
712, No. 41; AHN, Sala de alcaldes de casa y corte, 
Lib. 1371, fols. 344-46; Miguel Gerénimo Suéres, 
Tratado legal theérico y practico de letras de cambio 
(Madrid, 1789), II, 206-9. 
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from all duties and seigniorage charges 
except a nominal fee for warehousing. 


The Government estimated the saving 
on freight and duties at 7} per cent of the 
value of the specie.** 

Professedly motivated by tender solic- 
itude for the natives, the Government 
continuously exhorted the Viceroy of 
New Spain to “persuade” them to sub- 
scribe for Bank stock. In 1783-85 the 
Viceroy frequently reported upon his 
diligence and progress in stock-jobbing 
among the natives, and the Crown com- 
mended his efforts. The “persuasion” 
was effective. Twenty Indian communi- 
ties (parcialidades de Indios) in New 
Spain bought 1,343 shares and held 
them until the Bank was reorganized in 
1829. For many years the celebrated 
economist, Gaspar de Jovellanos, acted 
as trustee for the Indian communities 
and transmitted their dividends to them, 
receiving 2 per cent for his “services.’’* 


8 AGN, Reales cédulas, Vol. CXXIV, No. 93, 
fols. 166-67; Vol. CX XVII, No. 220, fol. 460; Vol. 
CXXXIV, No. 53, fol. 102. 


* AGN, Reales cédulas, Vol. CXXVIII, No. 46, 
fol. 72; Vol. CXXIX, No. 3, fol. 4; Vol. CXXXI, 
No. 157, fol. 301; No. 164, fol. 310; No. 273, 
fol. 580; Vol. CXXXII, No. 3, fol. 3; No. 41, 
fol. 90; No. 43, fol. 92; Vol. CXXXIV, No. 1109, 
fol. 239; Vol. CXXXVI, No. 48, fol. 72; Vol. 
CLXXIV, No. 63, fol. 83; No. 214, fol. 447; Vol. 
CLXXXIX, No. 72, fol. 77; Reales érdenes, Vols. 
III and VI; Carlos Maria de Bustamante, Suple- 
mento a la historia de los tres siglos de Mézico, III 
(Mexico, 1836), 50-51. 

The stock of the First Bank of the United States 
was a standard fiduciary investment for the funds 
of widows, orphans, and charitable institutions; 
and the president of the United States bought it as 
trustee for our Indian tribes (J. O. Wettereau, “New 
Light on the First Bank of the United States,” 
Pennsylvania Magazine of History and Biography, 
July, 1937, p. 275). On February 22, 1785, Joseph 
de Galvez wrote the Viceroy of New Spain that the 
Crown had authorized him to pay Dofia Ana de 
Layas, widow of the late Viceroy Matias de 
Galvez, 40,000 reals a year from the shares in the 
Bank of Spain left by Galvez in trust for her (AGN, 
Reales cédulas, Vol. CXXX, No. 91, fol. 139). 


VI 


Not content with pressure upon others 
the King set the example of subscribing 
for 1,000 shares; and the Prince of As- 
turias was put down for soo. The trustees 
of the expelled Jesuits’ funds took 2,000 
and the municipalities and granaries 
large amounts. But until after the con- 
clusion of peace, in February, 1783, and 
the gradual rise of business activity to 
normal, private investors, relied upon 
for the bulk of the capital, displayed 
little interest in the enterprise. Despite 
the heavy subscriptions by the Crown, 
municipalities, granaries, Jesuits, and 
Indian communities, by late November, 
1782, when the books had been open 
more than five months, only 9,452 shares 
had been taken. This was little more than 
a fifth of the 45,000 which the charter 
required for the stockholders to meet and 
elect directors.®° 

Continued depreciation of the paper 
currency, exigencies of war finance, and 
general commercial distress induced the 
Crown to relax the minimum-subscrip- 
tion requirement for the stockholders to 
assemble. The Gaseta de Madrid of No- 
vember 22, 1782 (p. 964) stated that “a 
large part of the capital deemed neces- 
sary for the Bank to open having been 
obtained through public, private, and 
royal subscriptions, his Majesty” de- 
sired that the organization of the Bank 
and the collection of its subscriptions 
should be completed as speedily as pod- 
sible. December 20, 1782, was fixed for 
the first meeting of stockholders; and 
owners of 25 or more shares were invited 
to attend or send proxies. 

Eighty-five stockholders and proxies 


% Ernst Joachim Leonhardt, Wdhrung und 
Banken in Spanien (Jena, 1925), p. 27; Gaseta de 
Madrid, 28 de Enero, 1783, p. 93; Santillan, op. cit., 
I, 14. 
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met, with Manuel Ventura de Figueroa, 
President of the Council of Castile, pre- 
siding. Cabarris had prepared the agen- 
da, and his hand was evident in all the 
proceedings. Businessmen had taken 
so little interest in the venture that not 
even three held as many as 50 shares, the 
minimum required by the charter for di- 
rectors. Hence the stockholders faced 
the dilemma of violating the requirement 
either of stock ownership or of business 
experience for three of the directors. The 
assembly decided to reduce the minimum 
shares for a director to 25,% the number 
needed to attend a stockholders’ meet- 
ing; and the Crown approved this deci- 
sion. For the six posts as biennial direc- 
tors the assembly unanimously elected 
Count Altamira (who, as the oldest di- 
rector, was to preside over many future 
meetings), Gregorio Joyes, Marquis Ma- 
tallana, Juan Bautista Rossi, Joseph del 
Toro, and Pedro Bernardo Casamayor. 
Juan Drouilhet, Ramén Talavera, Juan 
Joseph de Goycoechea, and Diego Gar- 
doqui (a future finance minister) were 
nominated for the posts as directors of 
supplies, from whom two would be 
chosen by the Crown. Probably because 
business aptitude and experience were 
prerequisites, noblemen were not in- 
cluded. Pedro Davout was elected head 
bookkeeper, Joachin Pablo de Goycoe- 
chea cashier, and Benito Briz secretary. 
The slate proposed by Cabarrds carried 
throughout the hierarchy. Not having 
proposed himself, he was left without a 
post. Recognizing that the foundation 
of the Bank was due to his efforts, the 
stockholders elected Cabarrds an honor- 
ary director without limit of tenure (di- 
rector nato honorario) and gave him full 

*In his project for the establishment of the 


Bank, Cabarris recommended 150 shares, and the 
charter reduced the figure to 50 (see above, p. 103). 
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voting power in all directors’ meetings, 
A generous salary was also provided. 
Cabarris accepted the post but, for once, 
exhibited disinterest by declining the 
compensation. The stockholders “agreed 
that the Bank should issue notes, like 
the other banks of Europe, ranging from 
200 to 1,000 reals, bearing no interest, 
transferable without endorsement, and 
redeemable in cash by the Bank at all 
hours at the will of the holders.” The di- 
rectors were instructed to have notes 
engraved, rent a suitable building, and 
fix the date for stock subscriptions to be 
paid.” 

A committee of directors composed of 
Cabarrés and Count Altamira rented a 
building, in Calle de la Luna No. 17, be- 
longing to Count S4stago, arranged for 
extensive alterations and repairs to fit 
it for the Bank’s use, and equipped it 
with fixtures. As was later disclosed, 
Cabarrts advanced funds to pay at least 
a part of these expenses. On March 4, 
1783, the directors called upon subscrib- 
ers to pay for their shares by March 15 
and demanded interest at 4 per cent upon 
all subsequent payments. The directors 
announced on May 13 that the Bank 
would open on June 1, almost exactly 
a year after the publication of its 
patent. It began to discount commercial 
paper and to perform other banking 
functions for the public on this date.” 

Although bound by its charter to take 
only specie, bills of exchange, or vales in 
payment for its stock, the number of sub- 
scriptions was so low and collections so 
difficult that the Bank accepted from 
the granaries, the largest public or pri- 


92 AMH, Negociado 130, Leg. 1; AHN, Estado, 
Leg. 3196; Gazeta de Madrid, 28 de Enero, 1783, 
Pp. 93-05; Sudrez, op. cit., II, 210-11. 

93 Mercurio historico y politico, II (Mayo, 1783), 
76; Santillan, op. cit., I, 14; Gazeta de Madrid, 4 de 
Marzo, 1783, p. 207; 13 de Mayo, 1783, p. 416. 
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yate subscriber, a half million fanegas™ 
of wheat, which it expected to use in pro- 
visioning the army and navy. Despite 
this relaxation of standards, when the 
stockholders assembled for the second 
general meeting, on December 20, 1783, 
after the Bank had been operating al- 
most seven months, only 28,150 shares— 
slightly more than half the number stip- 
ulated by the charter as a prerequisite 
for organization—were paid up and thus 
eligible for dividends.®$ 

The first matter to claim the attention 
of the stockholders at the second meeting, 
on December 20, 1783, was the compen- 
sation of Cabarrds for his services and 
expenses as a promoter. Next they con- 
sidered the reimbursement of his ad- 
vances for furniture, fixtures, bank notes, 
traveling expenses, miscellaneous ex- 
penditures, and office supplies. Unfor- 
tunately, the report lists only the global 
sum of 460,268.4 reals to cover all these 
items and thus affords no precise clue to 
the net reward allowed Cabarrias for his 
services. Since he indicated to Count 
Floridablanca in the fall of 1781 that he 
would expect 2 per cent of the par value 
of the subscriptions he raised,” it seems 
safe to assume that most of the payment 
represented his fee as a promoter. Two 
per cent of the value of the 9,452 shares 
floated by Cabarras, before the directors 
and officers chosen at the first meeting of 
stockholders took over the marketing of 
the stock, amounted to 378,080 reals. 
When subtracted from the total pay- 
ment, this figure leaves an adequate 
margin for the equipment purchased 
and expenses incurred. Hence it is rea- 


% About 1.6 bushels. 

* AHN, Estado, Leg. 3196; Segunda junta general, 
PP. 1-20. 

“AHN, Estado, Leg. 3196. Cabarrés also ex- 
pected to be made a member of the Council on 
Finance (Consejo de hacienda), and at least as early 
a8 1787 he held this post. 


sonable to guess that Cabarrts received 
a gross fee of 378,080 reals—equivalent 
to 17} years’ salary of the cashier or to 
15% years’ rent on the Bank building. 
His chief expense was probably the 
slender commissions paid his corre- 
spondents and agents. To defray the 
cost of promotion and of the initial 
equipment, the assembly of stockholders 
voted to retain 3 reals from the first 
dividend on each share of stock.®’ This 
deduction from the 148,894 shares even- 
tually sold not only paid considerably 
more than the promotional fees and ex- 
penses but actually provided a significant 
portion of the furniture, fixtures, and 
supplies. At least on this score, the Bank 
of Spain began its career without water 
in its stock! 


VII 


In summary, Spain traded actively 
with the medieval Italian city-states, the 
cradle of banking in the Western world; 
and there were banks of deposit at Barce- 
lona and Valencia from the first decade of 
the fifteenth century. But not until the 
last quarter of the sixteenth, when finan- 
cial stringency became acute, did a bank- 
ing project receive serious consideration 
in Aragon or Castile. Owing to the mone- 
tary derangement during the first three 
decades of the seventeenth century, 
banking schemes flourished; and the 
Crown made two abortive efforts to es- 
tablish national systems. In spite of 
monetary chaos, the movement sub- 
sided during the next fifty years, largely 
because of the utter incapacity and 
apathy of the Government. Monetary 
stability, the widespread conviction that 
a public bank could not function in a 
monarchy, and a high level of treasure 
imports from the New World dampened 


97 AGN, Reales cédulas, Vol. CXXVII, No. 51, 
fols. 101-2. 





114 EARL J. HAMILTON 


interest during the next hundred years. 
To combat the paper-money inflation in- 
duced by a bitter war with England and 
to promote the economic development 
ardently desired by Charles III and his 
progressive ministers, the Bank of Spain 
was chartered, on June 2, 1782, along 
lines suggested by Francisco Cabarris, a 
French-born economist, adventurer, dip- 
lomat, banker, and projector. 

Spain entered the field late enough to 
profit by the experience of most other 
nations of western Europe. Neverthe- 
less, many difficulties encountered by 
the Bank were inherent in its organiza- 
tion. The lack of a centralized executive 
and the determination of policies by an- 
nual assemblies of stockholders inevi- 
tably entailed indecision and delay. 
That little stock was in the hands of the 
active trading class is shown by the fact 
that in order to secure three directors 
with business experience it proved nec- 
essary to accept holders of only half the 
number of shares required by the charter 
and one-sixth the number advocated by 
Cabarrfis. The ecclesiastical organiza- 
tions and public bodies owning a large 
majority of the stock were hardly in a 
position to choose proxies possessing the 
practical knowledge and technical quali- 
fications needed to grapple with banking 
problems. The number of stockholders 
and proxies in ordinary meetings, not to 
mention the peaks in stormy sessions, ran 
entirely too high for calm discussion or 
constructive thinking. 

The Bank was to make foreign remit- 
tances for the Crown, but it had no ex- 
clusive right to hold public deposits or to 
exercise any other fiscal function. It did 
not enjoy a monopoly of note issue, and 
the interest-bearing government paper 
money was expected to keep the circu- 
lation very low. In fact, to compensate 
for the anticipated difficulty in floating 
its notes, the Bank was to obtain the ex- 


tremely lucrative monopoly on specie ex- 
ports. The provision that both public 
and private depositors should pay the 
Bank a fee for holding their funds indi- 
cates that the founders expected it to 
operate as a loan company, with earning 
assets derived from its huge capital 
rather than as a true commercial bank 
with interdependent loans and deposits. 

Unfortunately, the charter left open 
the door for the Bank to trade in its own 
stock. The promise to lend the virtual 
par value of shares or to redeem them in 
case of need committed it to repeat John 
Law’s fatal price-pegging experiment. 
Maritime insurance was not forbidden; 
nor, despite strong claims to the con- 
trary, was investment in speculative 
enterprises. The charter provided that 
the Bank should farm the army and navy 
provisions—a complex merchandising 
function which it clearly lacked the 
knowledge, the organization, and the 
experience to perform. Yet the prospec- 
tus issued by. Cabarrds relied upon this 
irrational venture for half the profits. In 
the absence of blue-sky laws and regu- 
latory commissions, the prospectus bris- 
tled with promises of high and riskless 
returns. No other banking plan or chart- 
er, except those of John Law, permitted 
so many speculative operations or prom- 
ised such grandiose results. Glaring over- 
capitalization and the restricted field for 
banking in a country with an agricultur- 
al economy, rudimentary manufactures, 
and passive trade were a standing temp- 
tation to undertake the risky ventures 
sanctioned by the charter. The worst or 
ganizational defect was the failure to 
shield the institution against an im- 
poverished treasury under an absolute 
monarchy. The early fears of investors 
that some day a needy King might lay 
heavy hand upon its resources could 
hardly fail to materialize. 


NORTHWESTERN UNIVERSITY 
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THE ORIGINS OF THE SECOND BANK OF THE UNITED STATES 


RAYMOND WALTERS, JR. 


ORE than forty years ago Ralph 
M C. H. Catterall, of the Univer- 
sity of Chicago, published a 

history of the second Bank of the United 
States which still remains the standard 
work on the subject.’ However, Catterall 
wrote in a period when economists were 
more convinced of the necessity of a cur- 
rency firmly backed by gold than they 
are today—a circumstance which led 
him to render judgments on the move- 
ment for the chartering of the bank 
which may now be seriously questioned.’ 
Moreover, for source material he had to 
rely to a large degree upon the Annals of 
Congress, with the result that his account 
makes it appear that the movement took 
place almost entirely within legislative 
halls. Subsequent developments in eco- 
nomic thought and the opening of large 
collections of pertinent manuscript ma- 
terial have created the need for a thor- 
ough revision of his opening chapter, 
dealing with the founding of the bank. 


I 

While many men played their parts in 
the agitation for a second national bank 
following the expiration of the first bank 
in 1811, it is clear that the real leader- 
ship was exercised by a half-dozen men— 
four financiers and two public officials. 
All six were picturesque and striking 
figures, typical of the varied foreign 
strains which comprised the population 
of the young American republic. 

* Ralph C. H. Catterall, The Second Bank of the 
United States (Chicago, 1903). 

*E.g., his assertion that Dallas’ 1814 bank plan 
was a “monstrous scheme” because it would not 


require the institution to pay specie at all times 
(id., p. 11). 


Foremost among the financiers was 
John Jacob Astor. He had come from 
Germany as a penniless immigrant thirty 
years earlier and was at this time dogged- 
ly building up a great fortune in the fur 
trade, in maritime commerce with the 
Orient, and in New York City real es- 
tate.’ His close collaborator in the move- 
ment was David Parish, a dashing finan- 
cial adventurer then living in Philadel- 
phia. Member of a family influential in 
the banking circles of Great Britain and 
the Continent, Parish was always alert 
for profitable opportunities.‘ Scarcely 
less prominent in the bank enterprise was 
French-born Stephen Girard of Phila- 
delphia. Ugly and eccentric, Girard had 
become one of the richest men in the 
country through his shipping, mercan- 
tile, and banking businesses. Astor and 
Parish sought his co-operation at every 
turn.’ Still another financier interested 


3 The definitive biography of Astor is Kenneth 
W. Porter, John Jacob Astor, Business Man (2 vols.; 
Cambridge, Mass., 1931). There is an account of 
Astor’s interest in the bank movement in II, 958-68. 


4 A sketch of Parish’s activities during the decade 
he spent in the United States is given in Philip G. 
Walters and Raymond Walters, Jr., “The American 
Career of David Parish,” Journal of Economic His- 
tory, IV (1944), 149-66. Material on the Parish 
family in Europe is given in Richard Ehrenberg, 
“Enstehung und Bedeutung grosser Vermdgen: 
Das Haus Parish im Hamburg,” Deutsche Rundschau, 
CXV (1903), 51-76, 230-53, 421-48. Ehrenberg’s 
articles were republished in book form, with addi- 
tions, as Grosse Vermigen: Das Haus Parish (Jena, 
1925). See also A. Raffalovich, “John Parish, ban- 
quier et négociant & Hambourg,” Journal des éco- 
nomistes, VII (6th ser., 1905), 197-210. 


5 The best biography, though below the level of 
its author’s finest work, is John B. McMaster, Life 
and Times of Stephen Girard (2 vols.; Philadelphia, 
1918). McMaster sketches Girard’s part in the bank 
movement in II, 286-92, 308-10. The account given 
in Harry Emerson Wildes, Lonely Midas: The 
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in this common cause was Jacob Barker, 
prominent Quaker of New York City. 
Barker was querulous and quixotic, and 
Parish and Girard were inclined to re- 
gard him as an irresponsible rival. De- 
spite a lack of harmony with the others, 
Barker’s own activity and his influence 
with the Madison administration were a 
definite factor in forwarding the cause of 
the bank.* 

The two public men who made vital 
contributions toward the establishment 
of the second Bank of the United States 
were Alexander James Dallas and John 
C. Calhoun. Born in Jamaica of British 
parents, Dallas had received his early 
education in England and, coming to 
Philadelphia as a young man, had won 
high reputation as a lawyer. As one of 
the principal founders of the Democrat- 
ic-Republican party in Pennsylvania, 
Dallas was a close friend of two Penn- 
sylvanians in the cabinet, Secretary of 
the Treasury Albert Gallatin and Secre- 
tary of the Navy William Jones. Through 
them and later as secretary of the Treas- 
ury himself, Dallas was able to reach the 
ear of President Madison to urge the 
bank cause.’ The other political leader, 
Calhoun, was then in Congress, repre- 
senting his native South Carolina as an 
eloquent debater and a skilful parliamen- 
tary organizer. Ironically, in the light of 


Story of Stephen Girard (New York, 1943), pp. 221, 
222, is inaccurate. Kenneth L. Brown tends to exag- 
gerate Girard’s role in the agitation in “Stephen 
Girard: Promoter of the Second Bank of the United 
States,” Journal of Economic History, I (1942), 
125-48. 

6 Barker gives little information about his work 
for a national bank in his confused and rather un- 
reliable autobiography, Incidents in the Life of 
Jacob Barker (New York, 1855). 

7George M. Dallas tells nothing about his 
father’s part in the movement in his Life and Writ- 
ings of A. J. Dallas (Philadelphia, 1871). There is 
some account in Raymond Walters, Jr., Alexander 
James Dallas, Lawyer, Politician, Financier (Phila- 
delphia, 1943), pp. 184 ff., 191 ff., 209 ff. 


his later career, Calhoun’s efforts in the 
period of his youth were in the cause of 
American nationalism.* 

As always, the motives which actuated 
the proponents of the second national 
bank were mixed. Three of the four fin- 
anciers—Astor, Parish, and Girard— 
owned considerable blocks of govern- 
ment stock and would profit if its market 
value were raised by the establishment 
of a bank. More importantly, all of them, 
including Barker, were hopeful of ob- 
taining lucrative commissions by floating 
future government-stock issues and the 
stock of the bank itself. All of them were 
anxious for a bank that would restore a 
stable currency, for that would facilitate 
the operations of their varied business 
enterprises. But these men were patriot- 
ic, too. Unlike most of the Federalist fin- 
anciers of New England and New York, 
they desired a bank because it would 
help the government prosecute the War 
of 1812 vigorously and successfully.’ As 
for Dallas and Calhoun, the evidence 
shows that their desire for a bank arose 
not from desires for personal profit but 
simply from the belief that such an insti- 
tution would be of genuine advantage to 
the American nation. 


II 


The first steps toward the second Bank 
of the United States were reluctant and 
fruitless. When the charter of the first 
bank expired in March, 1811, the men 


§ The accounts of Calhoun’s connection with the 
bank movement given in Charles M. Wiltse, John C. 
Calhoun: Nationalist (Indianapolis, 1944), Ppp. 94- 
96, 98-100, 108-11, and in William M. Meigs, Life of 
John C. Calhoun (2 vols.; New York, 1917), 1 
157-69, 192-94, are based for the most part on the 
Annals of Congress. 

* There is a well-expressed statement of these 
motives in a letter which the New York financier, 
Isaac Bronson, one of the lesser members of the 
probank wrote to David Parish, January 9, 
1814 [1815?], in Parish Family Papers, St. Lawrence 
University Museum, Canton, N.Y. 
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who later led the movement for its suc- 
cessor Were, on the whole, quite apathet- 
ic. Girard had served as a director of the 
bank, and he signed a memorial praying 
Congress to renew its charter; but after 
its demise he bought the building that 
had housed its headquarters in Philadel- 
phia and set up a banking establishment 
of his own.” Dallas shared the disap- 
pointment of his friend, Secretary Galla- 
tin, who had advocated renewal of the 
charter; but he resigned himself to the 
political impracticability of a new na- 
tional bank.” Parish was unconcerned, 
his attention absorbed by the problems 
of promoting settlement on a vast tract 
of land he owned in northern New York 
State.” Calhoun had not yet taken a 
seat in Congress and had given the ques- 
tion little thought."* Astor and Barker, 
both of whom had had personal clashes 
with the directors of the bank over busi- 
ness transactions, were frankly pleased 
to see the institution die.‘¢ 

The events of the next three years 
tured their apathy into sharp concern. 
In June, 1812, the United States, unpre- 
pared militarily or financially, declared 
war on Great Britain. During the months 
that followed, our armed forces failed to 
score any telling blows against the ene- 
my. A succession of mediocre secretaries 
of the Treasury, with little assistance 
from a vacillating president and a shilly- 
shallying Congress, attempted to finance 
the war almost exclusively through loans, 
but with poor success. Their work was 


* McMaster, op. cit., II, 239. 

"A.J. Dallas to Albert Gallatin, March 21, 
1812, in Gallatin Papers, New York Historical 
Society, New York City, Vol. VIII. 

* Raymond Walters, Jr., and Philip G. Walters, 
“David Parish: York State Land Promoter,” New 
York History, XXVI (1945), 146-61. 

“Works of John C. Calhoun, ed. Richard K. 
Crallé (New York, 1854-60), III, 126. 

™ Porter, op. cit., I, 340; Barker, op. cit., p.32. 
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made no easier by the chaotic banking 
situation. During the first year after the 
dissolution of the bank, approximately 
$7,000,000 of the foreign capital which 
had been invested in it left the country. 
The number of state banks increased 
from eighty-eight to approximately two 
hundred, raising bank notes in circula- 
tion from $28,100,000 to $45,500,000. 
But in the same period the amount of 
specie in the country rose from $15,400,- 
000 to only $17,000,000."5 

The four financiers and two politicians 
tried to help the United States finance 
the war, each in his own way. In Con- 
gress, Calhoun—‘‘the young Hercules 
who carried the war on his shoulders,” 
as Dallas happily described him™— 
fought valiantly for tax bills, loan bills, 
any bill that would ease the govern- 
ment’s financial situation."? On April 6, 
1813, at the home of Dallas, who acted 
as a sort of intermediary in the deal, 
Secretary Gallatin reached an agree- 
ment with Astor, Girard, and Parish 
whereby the three financiers formed a 
syndicate to take $9,111,800 of govern- 
ment stock at $88 a share, thus closing a 


, $16,000,000 loan."* A year later Barker 


contracted to take $5,000,000 of a $25,- 
000,000 loan which George W. Camp- 
bell, Gallatin’s successor in the Treas- 
ury, attempted to place.’® Astor, Girard, 


ts This picture of the financial situation is based 
upon estimates which Albert Gallatin made in his 
pamphlet, Considerations on the Currency and Bank- 
ing System of the United States (Philadelphia, 1831) 
reprinted in Writings of Albert Gallatin, ed. Henry 
Adams (Philadelphia, 1879), III, 284, 285. 

*6 Quoted by Ulrich B. Phillips in Dictionary of 
American Biography, II, 412. 

17 Meigs, op. cit., I, 151 ff. 

8 Stephen Girard and David Parish to Gallatin, 
April 6, 8, 1813, in David Parish Letter Books, 
New York Historical Society, IV, 258-60; Parish 
to Joseph Rosseel, April 7, 1813, in Parish Family 
Papers. 

9 Barker, op. cit., pp. 54, 55- 
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and Parish quite probably would again 
have formed a syndicate to participate 
in the issue if Secretary Campbell had 
not insisted that if later subscribers were 
granted lower terms, rebates should be 
given to the earlier ones—a condition 
which looked to the three financiers like 
an open invitation to depress the stock. 
This objection had particular point be- 
cause Campbell could obtain offers, in- 
cluding Barker’s, for only $9,000,000 of 
the stock at $88. Other offers ran as low 
as $75.7. 

By early 1814 the six men had sepa- 
rately reached the conclusion that the 
only means by which the Treasury could 
be provided with the funds necessary to 
prosecute the war vigorously, the value 
of government issues raised, and the 
business community furnished with a 
stable currency was a new national bank. 
When petitions for a new bank were pre- 
sented to Congress by groups of New 
York and Philadelphia businessmen in 
January, Calhoun suggested an in- 
genious plan designed to circumvent the 
objections of the followers of Thomas 
Jefferson that such an institution was 
unconstitutional because it could not be 
countenanced by a strict construction of 
the Constitution. This provided that a 
bank be created to operate only in the 
District of Columbia, with the states 
permitted to subscribe to its stock ac- 
cording to their representation in the 
House of Representatives.” 

Such a scheme found little favor, even 
among the ardent advocates of a nation- 


2 Parish to John Jacob Astor, March 18, 1814, 
in Parish Letter Books, V, 148; American State 
Papers: Finance (5 vols.; Washington, 1832-59), II, 
845, 846. 

= Apparently Astor, Parish, and Girard were 
not among the petitioners. 

= Annals of Congress (13th Cong., 1st and 2d 
sess., 1813-14), Pp. 595, 598, 740, 844, 873, 1058, 
1235, 1578-85. 
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al bank. Astor, Parish, and Girard, who 
were conferring frequently in the hope of 
being able to induce Secretary Campbell 
to modify his terms on the $25,000,000 
loan, agreed that Washington was ill 
suited for the seat of the institution be- 
cause it was in too great danger of at- 
tack by the British. Parish and Girard— 
like most of the financiers of their home 
city—were particularly anxious that the 
main office of the bank be located at 
Philadelphia because of “its central lo- 
cation.’”*3 

While Calhoun’s proposal slumbered 
in a congressional pigeonhole, Barker 
gave the movement new impetus. He 
was finding it difficult to persuade other 
financiers to join him in taking the $5,- 
000,000 of stock for which he had con- 
tracted. The only solution to the govern- 
ment’s—and the nation’s—financial 
problems, he concluded, was the immedi- 
ate establishment of a national bank. He 
stated his conviction forcefully in a 
lengthy articlé published in the middle 
of March in the Washington National 
Intelligencer, a journal which enjoyed a 
quasi-official position.*4 

The appearance of Barker’s article 
stirred Astor, Parish, and Girard to more 
correspondence and conversations. None 
of them was very sanguine about the 
prospect of Congress’ chartering a bank 
before it adjourned that spring, but they 
did believe it worth while quietly to pre- 
pare public opinion for action at the 
opening of the next session. To this end, 
Astor, while on a visit to Washington, 
drew up an outline for a national bank, 
circulated it discreetly among other capi- 
talists, and urged it on Congressman 
Calhoun and all the other legislators he 

*3 Parish to Astor, March 18, 30, 1814, in Parish 
Letter Books, V, 147, 174, 175- 


% National Intelligencer (Washington, D.C), 
March 16, 1814. 
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met. Astor’s proposal contained an arti- 
cle permitting the first directors of the 
institution—among whom he, Parish, 
and Girard hoped to be numbered—to 
determine the manner in which sub- 
scriptions for stock were to be received 
and distributed.” 

At last Secretary Campbell and the 
Madison administration came to the 
realization that it would be impossible to 
fill the $25,000,000 loan and reluctantly 
decided to throw their support to the 
bank movement. On April 2 one of the 
administration’s stalwarts, Felix Grundy, 
of Tennessee, arose in the House of Rep- 
resentatives to offer a resolution that a 
committee be appointed “‘to inquire into 
the expediency of establishing a Nation- 
al Bank.” The antibank forces tried to 
sidetrack the proposal through indefinite 
postponement, pleading the lateness of 
the session; but the Grundy motion was 
finally passed, 76 to 69.” 

The development stirred the friends 
of a bank to vigorous activity. As Parish 
wrote to Astor upon hearing the news: 
“We must now expect to see this subject 
fully & publickly discussed all thro’ the 
Country. Secrecy is no longer necessary 
to be adhered to, but we ought on the 
Contrary to use all fair & proper means 
to make Proselytes and render the meas- 
ures as popular as possible.’”’? In Wash- 
ington, Astor solicited the support of 
Senators Rufus King and Christopher 
Gore, of New York. From Philadelphia 
the enterprising Parish corresponded 
with Charles W. Hare, of Boston; Rob- 
ert Oliver, of Baltimore; Isaac Bronson 


*s Parish to Astor, March 18, 21, 22, 29, 30, April 
1, 1814, in Parish Letter Books, V, 148, 156-58, 
172-77. 

* Annals of Congress (13th Cong., 2d sess., 1814), 
PP- 1941-45, 1954-56. 

*" Parish to Astor, April 4, 1814, in Parish Letter 
Books, V, 183. 


119 


and Nathaniel Prime, of New York. He 
urged Bronson and Prime to proselytize 
the Federalist bankers of New York and 
New England, adding that he would 
keep support from this quarter under 
cover until the administration com- 
mitted itself irrevocably on the bank 
question.” 

Parish, remembering how helpful Dal- 
las had been in dealing with the national 
administration in the 1813 loan, again 
turned to him for his aid. He found the 
Philadelphia lawyer gravely concerned 
for the success of the United States in 
the war and convinced that only a na- 
tional bank could save it financially. 
Dallas volunteered his services to the 
bank cause as a constitutional authority. 
To answer any objections that might be 
offered by men of the Jeffersonian states- 
rights school, he wrote a paper listing 
reasons why a national bank was entirely 
within the scope of the federal Constitu- 
tion and sent it to Astor with the sugges- 
tion of publication in the National In- 
telligencer.”® 

In addition, Dallas wrote in behalf of 
the bank to a number of his Washington 
friends—Secretary William Jones, Sena- 
tor Jonathan Roberts, and Congressmen 
Charles Jared Ingersoll and William 
Findley, all of Pennsylvania; and Con- 
gressman Nathaniel Macon, of North 
Carolina.** Recalling that he and Jones 
had always agreed on the desirability of 
a national bank, Dallas insisted in his 
letter to the Secretary that the constitu- 
tionality of such an institution was dis- 
puted only “by a few raving Printers and 
rival Banks. It may have been doubtful 


** Parish to C. W. Hare, April 6, 1814; to Isaac 
Bronson, April 8, 1814; to Astor, April 8, 1814, 
ibid., pp. 187, 188, 192, 194. 

* Parish to Astor, April 3, 1814, ibid., p. 182. 

% Parish to Astor, April 4, 5, 1814, ibid., pp. 
183, 185. 
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in 1792, but it is certain in 1814, that a 
National Bank is essential to the fiscal 
operations and credit of the Govern- 
ment. Then why is all put to risque, for 
want of the machinery which is best cal- 
culated to collect, to distribute & to an- 
ticipate the national treasure?’ 

But, as it turned out, the campaign of 
the probank group had to end just as it 
was beginning to get under way. Within 
a week after Congressman Grundy had 
offered his motion, a new batch of ru- 
mors began reaching the United States 
that Great Britain was willing to make 
peace.** The Madison administration, 
never very enthusiastic about the bank 
project, withdrew support. On April 8, 
Grundy moved that the bank committee 
be discharged; and his fellow-congress- 
men, anxious to adjourn and leave for 
home, resoundingly voted their agree- 
ment.*? This action, it seemed to Parish, 
killed all hope for a national bank for 
several years.*4 


Ill 


A sharp turn for the worse in the eco- 
nomic and military situation of the 
United States made a national bank a 
burning issue long before Parish had ex- 
pected. By the end of the summer of 
1814, Secretary Campbell had been able 
to obtain from Barker and other finan- 
ciers only $11,750,000 of the $25,000,000 
he sought. Recent subscribers were will- 
ing to give him no more than $80 a 
share.*s During August and early Sep- 

3* Dallas to William Jones, April 8, 1814, in 
William Jones Papers, Historical Society of Penn- 
sylvania, Philadelphia, Dallas folder. 

# Parish to Astor, April 9, 1814, in Parish Letter 
Books, V, 197. 

33 Annals of Congress (13th Cong., 2d sess., 
1814), Pp. 2002, 2003. 

34 Parish to Bronson, April 11, 1814; to Astor, 
April 11, 1814, Parish Letter Books, V, 197-99. 

38 American State Papers: Finance, Il, 847. 


tember every bank outside of New Eng- 
land suspended specie payment. Great 
commercial houses closed their doors, 
business throughout the nation ap- 
proached a standstill. A series of military 
debacles culminated in the capture of 
the city of Washington and the burning 
of the White House and the Capitol by 
the British. 

The crisis convinced the financiers 
that the time was ripe to set afoot an- 
other bank movement. Barker hurried 
to Washington, told the administration 
leaders that only a bank would save the 
government, and wrung from them a 
promise that they would give their sup- 
port to a bank movement at the next 
congressional session.*® About the mid- 
dle of August he began running around 
the financial district of New York City, 
soliciting signatures to a new petition to 
Congress. 

Barker’s actions were closely watched 
by his jealous rival, Astor. Convinced 
that the chartering of a bank had now 
become a certainty, Astor determined to 
seize the leadership of the new move- 
ment. First he sounded out such business 
acquaintances as Parish, Girard, and a 
heavy subscriber to the $25,000,000 
loan, Dennis A. Smith, of the Mechanics 
Bank of Baltimore.*7 Then he invited 
the principal capitalists of New York to 
conferences at his home, beginning Au- 
gust 26. Out of a fortnight’s discussion 
emerged a plan for a bank whose capital 
was to be based not upon specie, because 
that was too scarce at the moment, but 
upon “the next best security’”’—real 
estate. The proposal for this form of cap- 

3 Parish to Astor, July 14, 1814, in Parish Letter 
Books, V, 309. 

3? Astor to Dennis A. Smith, August 13, 1814; 
to Parish, August 13, 1814; to Girard, August 15, 
1814, John Jacob Astor Letter Books, Harvard 
Business School Library, Cambridge, Mass., I, 
255, 257- 
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ital was adopted at the insistence of the 
Federalist financiers attending the con- 
ference.** 

Astor forwarded copies of the plan to 
business associates in other cities, re- 
questing their counsel and support.** He 
made clear that he did not believe that 
the advocates of a bank should insist 
upon the real estate feature. Indeed, as 
he wrote Smith, he felt that “a Bank up- 
on the plan of the last National Bank 
will pass most readily, & if it can be 
made to answer [the needs of the] Gov- 
ernment it will do us.” He had not the 
slightest doubt that both the government 
and the business community needed such 
an institution desperately. The Federal- 
ists were “determined to ruin the Ad- 
ministration at the expense of the inter- 
est of the country & all that is & ought 
to be dear to them.” But he felt certain 
that they would support a national bank, 
once it had actually been set in motion.” 
When Parish received Astor’s account of 
the New York meeting, he began formu- 
lating plans for business leaders to de- 
scend upon Washington to lobby for the 
bank when Congress reconvened late in 
September.‘ 

It was perhaps at Parish’s suggestion 
that Astor asked Dallas to forward a 
copy of the plan to one of his friends in 
the Madison cabinet. On the very day 
he received Astor’s letter—September 
8—Dallas sat down and copied it and 
the plan in his own hand and sent them 
to Secretary of State James Monroe. 


_ Astor to Smith, August 25, September 1, 1814, 
in Astor Letter Books, I, 264, 271; [Astor] to [?] 
(copy in Dallas’ hand), September 7, 1814, in James 
Monroe Papers, Library of Congress, Washington, 
D.C., Vol. XXI, Nos. 3711, 3712. 

” Astor to Henry Payson; to Smith; September 5, 
1814, in Astor Letter Books, I, 274-77. 


Astor to Smith, September 22, 1814, ibid., p. 


. Parish to Astor, September 22, 28, 1814, in 
Parish Letter Books, V, 341, 346. 
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“My principal inducement in troubling 
you with it [the plan],” he explained in 
an accompanying note, “arises from the 
suggestion that it is a result of a deliber- 
ate concert among the Capitalists; and 
perhaps, the Secretary of the Treasury 
[Campbell] may draw some useful hints 
from the plan, as well as from Mr. Astor’s 
letter.” # 

During the preceding February, Secre- 
tary Jones, acting on behalf of President 
Madison, had extended an invitation to 
Dallas to become secretary of the Treas- 
ury. Dallas had declined on the grounds 
that service in the cabinet would involve 
too great a financial sacrifice.“ But his 
concern for the government led him to 
hint, in a letter he sent Secretary Monroe 
accompanying Astor’s plan, that he 
would be willing to change his mind if 
the offer were now renewed. His sugges- 
tion was doubtless prompted by recur- 
ring rumors that Secretary Campbell 
planned soon to leave public service. 

Dallas repeated the offer—sometimes 
by insisting that he was incapable of ade- 
quately filling the office—in four letters 
he wrote Secretary Jones during the fol- 
lowing month. He discussed the meas- 
ures the Treasury ought to take to meet 
the crisis, offering detailed criticisms of 
plans broached by Secretary Campbell 
and by Secretary Jones himself. He 
summed up his own platform succinct- 
ly: “The state of public credit admits of 
no palliative remedy. There must be es- 
tablished an efficient, productive system 
of taxation. There must be established a 
National Bank to anticipate, collect and 
distribute the Revenue.” 


# Dallas to James Monroe, September 8, 1814, 
in James Monroe Papers, New York Public Li- 
brary, New York City. 

43 Dallas to Jones, February 3, 1814, in Jones 
Papers, Dallas folder. 

44 Dallas to Jones, September 18, 26, 30, October 
2, 1814, ibid. 
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Dallas’ overtures reached the admin- 
istration leaders at an opportune mo- 
ment. When Congress reconvened late 
in September, Secretary Campbell pre- 
dicted that the government would have 
a deficit of almost $14,000,000 by the end 
of 1814, declared that $5,000,000 more 
revenue must be provided if the war were 
to continue through 1815, but made no 
recommendation as to sources of addi- 
tional.revenue.* Shattered in health and 
spirit, Campbell resigned on September 
26, 1814." 

President Madison realized that Dal- 
las was one of the few political leaders 
wholeheartedly devoted to his adminis- 
tration who was also on cordial terms 
with the business community. On Octo- 
ber 5 he submitted to Congress the name 
of Dallas as secretary of the Treasury. 
On October 6, Congress, showing a non- 
partisanship befitting the crisis, ap- 
proved the nomination.“ “The Rubicon 
is passed,”’ Dallascommented. “My head 
and my heart are not easy; but I will not 
look back.’’** 

The appointment of Dallas as secre- 
tary of the Treasury was welcomed by 
businessmen friendly to the Madison ad- 
ministration and the war effort. Parish 
and Girard, of Philadelphia; Robert 
Oliver and James Buchanan, of Balti- 
more; William Gray, of Massachusetts; 
Astor, Barker, and Nathaniel Prime, of 
New York were among those who sent 
him congratulations.*® Through the mon- 
ey marts of the nation sped the word that 
a national bank had now become a “cer- 


48 American State Papers: Finance, 11, 840-43. 


4° G. W. Campbell to James Madison, September 
26, 1814, in James Madison Papers, Library of 
Congress, LVII, s. 

47 National Intelligencer, October 6, 7, 1814. 

4* Dallas to Jones, October 7, 1814, in Jones Pa- 
pers, Dallas folder. 


4 Dallas, op. cit., pp. 128, 129. 


tain thing.” As Astor jubilantly wrote 
Dennis Smith, with “Mr. Dallas at the 
Head [of the Treasury Department] 
there is no doubt we must do well.”’s 

There was good reason for such re- 
joicing. Dallas was firmly convinced that 
a bank was indispensable for the nation- 
al welfare; indeed, about the time he re- 
ceived the renewed offer of the Treasury 
portfolio, he had begun trying his hand 
at a plan for such an institution. On the 
morning of October 2 he discussed the 
subject with his long-time legal client, 
Girard. When, later the same day, Parish 
called on him to say that he was leaving 
shortly for New York, Dallas confided to 
Parish what he and Girard had been dis- 
cussing that morning.” 

Out of his talks with Girard and Par- 
ish, Dallas developed a plan for a bank 
which in its broad outlines resembled the 
first national bank but which included 
some significant differences. It was to be 
chartered for thifty years. Its headquar- 
ters—to the satisfaction of Girard and 
Parish—were to be at Philadelphia; but 
it could open offices of discount and de- 
posit in other cities. Its capital was to be 
$50,000,000, of which $20,000,000 was 
to be subscribed by the government, the 
balance by corporations and individuals. 
The government was to appoint five of 
its fifteen directors, including the presi- 
dent; the stockholders were to choose 
the others. Of the $30,000,000 to be pro- 
vided by private subscription, as much 
as nine-tenths might be paid for in gov- 
ernment stock and Treasury notes issued 
during the war; at least $3,000,000 was 
to be in coin. The bank was to make 

s° Astor to Smith, October 8, 1814, in Astor Letter 
Books, I, 307. 


st Dallas to Girard, October 3, 1814, in Girard 
Papers, Girard College Library, Philadelphia, 1814, 
No. 392; Astor to Smith, September 22, 1814, 0 
Astor Letter Books, I, 288; Parish to Astor, Sep- 
tember 28, 1814, in Parish Letter Books, V, 363- 





r- 


a 


a 


~~ ie &§ ia = 


ail ° ee | 





THE SECOND BANK OF THE UNITED STATES 123 


“reasonable loans to the United States 
if required by an Act of Congress.” Al- 
though it was not so specifically stated, 
presumably, like most other banks, it 
might suspend specie payments at any 
time.” 

Dallas’ plans for the bank even in- 
cduded the name of its first president. 
The man, he was convinced, should be 
William Jones, who was planning to re- 
tire as secretary of the Navy in a few 
months. Jones had made an undistin- 


‘guished record in the cabinet, but friend- 


ship made Dallas blind to his short- 
comings. 

Dallas sought the counsel of both fin- 
anciers and political leaders. In Phila- 
delphia he conferred with Parish and 
Girard. Parish approved the bank plan 
and agreed that Jones was “the Man” 
for its presidency. Girard drew up a list 
of “observations” on his outline for a 
bank. Dallas had feared that the mari- 
ner-banker might have notions about be- 
coming president himself and was re- 
lieved to learn that he, too, approved 
Jones’s name.* 

After arriving in Washington on Octo- 
ber 13 to assume his duties as secretary 
of the Treasury, Dallas discussed the 
bank question with Barker and Smith. 
Undoubtedly he also brought his ideas 
before President Madison, Secretary 
Jones, and other members of the cabinet. 

These conferences caused Secretary 
Dallas to modify his plan in four impor- 
tant respects. In a letter addressed to the 
House Ways and Means Committee on 
October 17 he proposed a bank to be 
chartered for twenty years instead of 
thirty—a change doubtless made for 


* A draft of Dallas’ plan for a bank is among the 
uncatalogued items of the Girard Papers. 

5} Eleanor Jones to William Jones, October 12, 
1814, in Jones Papers, Miscellaneous Papers folder. 

“ Barker, op. cit., p. 83; Astor to Smith, October 
15, 1814, in Astor Letter Books, I, 316. 


political expediency. Specie required for 
the bank’s capital was to be $6,000,000 
rather than $3,000,0c0c0—an alteration 
designed to please conservative legisla- 
tors and financiers. The president of the 
United States could authorize the bank 
to suspend specie payments at any time. 
The bank was to lend the government 
$30,000,000 as soon as it began opera- 
tions but could not sell any of its govern- 
ment stock to do so. The last two changes 
were in recognition of the financial reali- 
ties of the moment.* 

In urging Congress to charter a na- 
tional bank, Secretary Dallas admitted 
that it would be opposed by many sin- 
cere persons on constitutional grounds. 
Outweighing these objections were ad- 
vantages which Dallas described in terms 
reminiscent of Alexander Hamilton: “In 
these times the establishment of a na- 
tional bank will not only be useful in 
promoting the genera) welfare, but... . 
is necessary and proper for carrying into 
execution some of the most important 
powers constitutionally invested in the 
government.”’»* 

Dallas was not content to promote his 
bank scheme through written reports 
alone. He obtained a conference with the 
House Ways and Means Committee, 
urging his program eloquently and per- 
suasively. He appeared before a special 
Senate committee headed by Rufus 
King, an ardent advocate of the bank 
cause during the debates over the renew- 
al of the charter of the first institution in 
1811.57 He conferred with Congressman 
Calhoun, a belated arrival at the con- 


55 Dallas to Girard, October 21, 1814, in Girard 
Papers, 1814, No. 406. 

5¢ Dallas to John W. Eppes, October 17, 1814, 
in American State Papers: Finance, I, 866-69. 

s? Charles Jared Ingersoll, Historical Sketch of 
the Second War with Great Britain (2 vols.; Phila- 
delphia, 1845-49), II, 255; Parish to Girard, No- 
vember 5, 1814, in Girard Papers, 1814, No. 421. 
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gressional session. The South Carolinian 
promised that he would give the Secre- 
tary’s bill early and favorable attention. 
Parish, Astor, Smith, and other capital- 
ists, responding to the invitation of Sec- 
retary Dallas, hurried to Washington to 
lobby in behalf of the bill. 

The efforts of the Secretary bore fruit. 
Several times the House expressed by 
wide margins its belief in the necessity of 
a national bank with branches in the sev- 
eral states. On two motions on the ques- 
tion Calhoun lived up to his promise to 
Dallas by voting with the majority.” 
Nevertheless, strong opposition to cer- 
tain details of the Dallas plan appeared 
in Congress and out. Within the Demo- 
cratic-Republican House majority was 
a powerful band headed by Congressman 
John W. Eppes, of Virginia. Like his 
father-in-law, Thomas Jefferson, Eppes 
was a believer in the strict construction 
of the Constitution and the efficacy of a 
legal-tender law. The issuance of inter- 
est-bearing Treasury notes in small de- 
nominations, the Eppes group held, 
would provide the nation with a satis- 
factory circulating medium, thus making 
a bank unnecessary. Many Federalists, 
while not opposed to a bank on principle, 
disliked the Dallas plan because, they 
felt, its provisions would give members 
of the Democratic-Republican party a 
great advantage over themselves. They 
held little of the wartime stock which the 
bill specified could be subscribed to the 
bank, and they feared that the participa- 
tion of the government in the direction 
of the bank would put great power in the 
hands of the Madison administration. 


58 Calhoun’s Works, III, 125, 126. 

8 Astor to Smith, October 10, 1814, in Astor 
Letter Books, I, 308; Parish to Alexander Baring, 
October 14, 1814; to Russell Attwater, October 18, 
1814, in Parish Letter Books, V, 383, 384, 397. 

6° Annals of Congress (13th Cong., 3d sess., 
1814-15), pp. 458, 498. 


Moreover, officials of the many new 
state banks were apprehensive that a na- 
tional bank would encroach upon their 
business and force them to abandon 
their reckless issuance of bank notes." 

The most damaging opposition to 
his plan came from a source Dallas had 
least anticipated—Congressman Cal- 
houn. During the early days of debate 
Calhoun studied the Dallas bill “with 
every disposition,” he said later, “to give 
it my support,” only to be impressed 
with “its extraordinary character.” 
Along with his South Carolina colleagues, 
Congressman William J. Lowndes and 
Speaker Langdon Cheves and others, 
Calhoun pounced upon a debatable pro- 
vision in the Secretary’s outline and 
harped upon it in the legislative debates 
throughout November. The Dallas plan 
provided that the bank should lend the 
government $30,000,000 in its notes as 
soon as it was founded. This done, the 
Calhoun-Lowndes-Cheves group held, 
the bank inevitably would have to sus- 
pend specie payments at once. Therefore 
it would be a bank “founded in insol- 
vency.”” 

Calhoun produced an ingenious alter- 
native, designed to coalesce the disparate 
groups opposed to the Dallas plan. Of- 
fered as an amendment to the Secre- 
tary’s bill, his scheme called for the crea- 
tion of a bank with a capital of $50,000,- 
000, one-tenth in specie, the remainder 
in Treasury notes to be issued especially 
for the purpose. To satisfy the Calhoun- 

6 Ingersoll, op. cit., II, 254; P. S. Duponceau to 
Dallas, November 2, 1814, in Dallas, op. cit., pp- 
378, 379; Daniel Webster to Ezekiel Webster, 
November 21, 1814, Writings and Speeches of 
Daniel Webster (National ed.; 18 vols.; Boston, 
1903), XVII, 247; Parish to Girard, November 5, 8, 
1814, in Girard Papers, 1814, Nos. 421, 428; me 
morial of New York City banks to Senate and House 


of Representatives, December 5, 1814, American 
State Papers: Finance, 11, 876, 877. 
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Lowndes-Cheves group, the bank would 
be obliged to pay specie at all times and 
would not be required to lend money to 
the government. To appeal to the Fed- 
eralists, the government was not to par- 
ticipate in the direction of the bank, and 
there was to be no provision that sub- 
scriptions be made only in stock issued 
during the war. The proposal that new 
Treasury notes be issued was designed 
so to mollify Eppes and his followers that 
they would forget their strict-construc- 
tion objections. Thus the House now had 
a choice between a nonspecie—and per- 
haps insolvent—bank designed primari- 
ly to help the government out of its im- 
mediate financial straits and a specie- 
paying bank that might or might not be 
of assistance to the government. 

The Calhoun alternative excited pro- 
ponents of the Dallas plan to bitter con- 
demnation. Astor wrote business asso- 
ciates that it would “ruin the country” 
and warned Calhoun that, if such a bank 
were incorporated, it would provide no 
advantages over existing banks and 
would attract no subscribers.®* Friends 
wrote Secretary Jones, reporting the 
same feeling to be general in Philadel- 
phia.“* Congressman Samuel D. Ingham 
of Pennsylvania voiced Dallas’ own 
alarm on the floor of the House. He in- 
quired what would be the fate of the 
bank if, as seemed probable, conditions 
made it impossible for it to pay specie. 
“Failing to fulfill the purposes designed, 
its credit blighted, its operations are 
stopped, and its charter violated,” he 
said; “and if this should take place be- 
fore your Treasury notes are sold, the 
government will scarce obtain a mo- 


“ Astor to Smith, November 20, 1814; to John 
C. Calhoun, November 23, 1814, in Astor Letter 
Books, I, 351, 369. 

“Chandler Price, Samuel Clarke to Jones, 
November 23, 1814, in Jones Papers. 
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ment’s relief.”” To those who professed 
to fear the nonspecie provision of the 
Dallas plan, he offered a persuasive re- 
buttal. In the case of a government-con- 
trolled bank, it did not matter if specie 
payments were suspended. The Bank of 
England at present could not pay specie 
and had not attempted to do so for near- 
ly twenty years. Despite such objections, 
the Calhoun amendment received a ma- 
jority of about sixty votes from the 
House in committee.** 

This reverse alarmed Secretary Dal- 
las. Displaying a degree of zeal, perse- 
verance, and even belligerence that 
caused some Federalists to believe he de- 
sired a bank for selfish reasons,“ he per- 
sonally re-entered the battle. On Novem- 
ber 27 he addressed a letter to Lowndes 
as a member of the congressional bank 
committee, branding the Calhoun plan 
as impracticable and dangerous. He 
denied that a privately controlled bank 
would be able to circulate Treasury notes 
effectively. It was unjust to the present 
creditors of the government to place 
them on an equal or inferior footing with 
a new group of creditors, as would be the 
case if the bank were a private one. The 
condition of governmental finances, he 
added, had become so alarming that 
there was not time for further delay in 
establishing a bank.*’ Less than a week 
later he emphasized his point by an- 
nouncing that the government would 
have $5,526,000 due in Treasury notes 
on January 1, 1815, with at most $3,772,- 
ooo, including unavailable bank depos- 


6s Annals of Congress (13th Cong., 3d sess., 
1814-15), pp. 596, 613. 

“E.g., see “Letters of Samuel Taggart,” Pro- 
ceedings of the American Antiquarian Society, 
XXXIII (new ser., 1923), 438. 


67 Dallas to William J. Lowndes, November 27, 
1814, in Annals of Congress (13th Cong., 3d sess., 
1814-15), pp. 652-54. 
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its, to meet them. Dallas’ gloomily 
honest picture of the plight of the Treas- 
ury sobered Congress. The House refused 
a third reading to Calhoun’s amendment 
on November 28. On December 2, Sena- 
tor Rufus King reported a national bank 
bill substantially along the lines advo- 
cated by the Secretary. After a week’s 
consideration the Senate passed this bill 
by a 17-to-14 vote.”° 

When the bill of Secretary Dallas 
reached the House of Representatives, 
however, it again ran into trouble. This 
time the motley opposition was led by 
Congressman Daniel Webster, of New 
Hampshire. Although serving his first 
term in Congress, Webster had already 
become, through his oratorical ability, 
undisputed leader of the Federalist mi- 
nority. His conduct was guided by three 
principles—opposition to any legislation 
which would help the government prose- 
cute the war; concern for the financial in- 
terests of his own section; and belief in 
the sanctity of “hard money.” These fac- 
tors made him oppose the Dallas bill, al- 
though he had no objection to a nation- 
al bank -on constitutional principles.” 
Speaking with his customary eloquence, 
Webster denounced the Dallas measure 
as “a system of rank speculation, and 
enormous mischief,’’ one that would 
found a bank on the insolvency of the 
government and create ‘“‘a paper depart- 
ment of government.” Following his 
speech, the bill was again shelved, Speak- 
fer Cheves casting a vote to break a tie. 

$8 Dallas to Eppes, December 2, 1814, in Ameri- 
can State Papers: Finance, I, 877-79. 


% Annals of Congress (13th Cong., 3d sess., 
1814-15), p. 686. 

” Ibid., pp. 119, 120, 123-27. 

™ Claude M. Fuess, Daniel Webster (2 vols.; 
Boston, 1930), I, 155, 175, 180, 181; Robert L. 
Carey, Daniel Webster as an Economist (New York, 
1929), Pp. IOI, 104. 


Alarmed for the fate of the adminis. 
tration and the war effort, Calhoun 
strode across the floor of the House to 
Webster’s desk and, with his arms ex- 
tended, begged for his help in framing a 
bill which both could support. The Fed- 
eralist agreed, the two men shook hands, 
and the House adjourned in tumult.” 
Within the next few days Webster of- 
fered his own scheme, one designed pri- 
marily to serve the economic life of the 
nation after the war and only incidental- 
ly to provide the government relief from 
its present troubles. As subsequently 
modified by Calhoun and Lowndes, Web- 
ster’s bill provided for a bank with a cap- 
ital of $30,000,000, composed one-sixth 
of specie, one-third of war stock, one- 
half of Treasury notes. The bank was to 
be privately controlled, though later the 
government might subscribe an addi- 
tional $5,000,000. It would not possess 
the right to suspend specie payments, 
nor would it be compelled to lend any of 
its capital to the government. Fearful 
that the Dallas plan would pass if this 
substitute were defeated, the groups op- 
posed to the Secretary’s project joined 
hands to approve the measure on Janu- 
ary 7, 1815, by a vote of 120 to 38. A 
fortnight later it was accepted by the 
Senate.’ 

When he heard the news, Secretary 
Dallas sighed: “I asked for bread and 
.... [Congress] gave me a stone. I asked 
for a Bank to serve the Government dur- 
ing the war; and they gave me a commer- 
cial bank to go into operation after the 
war.”’ He advised President Madison to 


™ Cf. George T. Curtis, Life of Daniel Webster 
(2 vols.; New York, 1870), I, 143 with Wiltse, of. cit., 
Pp. 412. 

% Annals of Congress (13th Cong., 3d sess., 1814 
15), PP. 173, 174, 975-91, 994-1032, 1039-45) 
American State Papers: Finance, I1, 892-95. 
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kill the measure by veto.’* This the Pres- 
ident promptly did. His veto message, 
dated January 30, asserted ‘that the 
Webster-Calhoun-Lowndes bank would 
do little to aid the government and the 
nation, while the government would have 
to strain its resources to keep the bank 
alive until the war was ended.” 

Within a week Senator James Bar- 
bour, of Virginia—a man whose zeal for 
the rights of the states was exceeded only 
by his desire that the war be successfully 
prosecuted—introduced a new bill for a 
national bank substantially along the 
lines advocated by Secretary Dallas.” 
The measure was passed by the Senate 
by a vote of 18 to 16 on February 11.7” 
The House leaders started lining up for 
another protracted battle, although Dal- 
las felt confident that this time his meas- 
ure would pass.”* Two days later word 
reached Washington that a peace treaty 
had been signed at Ghent the preceding 
December. 

The news created a sharp division in 
the ranks of the friends of the bank. Cal- 
houn declared that the House ought to 
take immediate action on the bill. How- 
ever, Lowndes, while asserting that he 
still favored a national bank, professed 
fear that the chartering of one at this 
time would delay resumption of specie 
payments by the state banks. Many con- 
gressmen, none too enthusiastic about a 
bank in any case, comforted themselves 


™ Dallas to Jones, January 29, 1815, in Jones 
Papers, Dallas folder; Dallas to Duponceau, 
February 5, 1815, in Simon Gratz Collection, His- 
torical Society of Pennsylvania, Case 2, Box 17. 


S American State Papers: Finance, II, 891, 892. 
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with the thought that, since the nation 
was at peace, the government’s finances 
were secure. On February 17 the lower 
house, by the narrow vote of 74 to 73, 
postponed consideration of the Barbour 
bill indefinitely.” So died another move- 
ment for a second national bank. 


IV 


The events of the year 1815 showed 
that the congressmen who had supposed 
the return of peace would solve all the 
government’s financial problems were 
unwarrantably optimistic. There was, 
it is true, a general improvement in the 
national economic situation, which was 
reflected in the rise of government war- 
time stock to 97} and 93 at Philadel- 
phia and New York, respectively.*® But 
while the Army and Navy were being 
shifted from a wartime to a peacetime 
basis, the demands of the services upon 
the Treasury continued heavy. Outside 
New England the state banks continued 
to refuse specie payments; and Secretary 
Dallas felt that, as long as this was so, 
the government must follow the same 
policy. As a result, the country was still 
without a national circulating medium. 
Secretary Dallas made three attempts to 
provide it with one through the volun- 
tary association of banks, but all failed 
when a substantial number of banks de- 
clined to join.™ 
__As a new congressional session ap- 
proached, the old proponents of a na- 
tional bank, each for his own motive, 
began planning once more. During the 
autumn Parish optimistically intrigued 
with his former associates in talk of an- 


7” Annals of Congress (13th Cong., 3d sess., 
1814-15), pp. 1149-53, 1167, 1168. 

8 Niles’ Weekly Register, VIII (1815), 423. 

8: American State Papers: Finance, III, 19. 
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other “handsome operation.”*? In De- 
cember, Secretary Dallas devoted most 
of his annual report to the need for a 
bank. The immediate chartering of a na- 
tional bank, he declared, would provide 
the best and perhaps the only means by 
which the government might recover its 
control over the currency and place it on 
a uniform national basis. He added that 
the bank should be so organized that its 
directors might enjoy independence 
“within its legitimate sphere of action,” 
though being held sufficiently responsible 
to the government to be discouraged 
from misconduct.** President Madison 
gave a faint indorsement to a national 
bank in his annual message of 1815; but 
its effect was neutralized by his expres- 
sion of faith in the issuance of Treasury 
notes as a solution to the government’s 
financial problems.** 

This 1815 movement for a bank might 
have failed as completely as its predeces- 
sors if Secretary Dallas had not formed 
a timely alliance with Congressman Cal- 
houn. It developed dramatically. One 
night, soon after the opening of the con- 
gressional session, Senator Jonathan 
Roberts, of Pennsylvania, hurried to the 
lodgings of Secretary Dallas with sur- 
prisingly agreeable news. The Senator 
had just come from a dinner party in 
Georgetown. There Calhoun had con- 
fided to Roberts that he thought it de- 
sirable that a national bank be estab- 
lished at once. Out of what Roberts later 
declared “a mistaken sense of dignity,” 
the South Carolina congressman had 
preferred to use the Senator as an inter- 
mediary instead of telling the Secre- 
tary himself of his opinion. “Dallas,” 

% Parish to Baring, November 4, 1815, in Parish 
Letter Books, VI, 103. 

83 American State Papers: Finance, II, 1-19. 

8 Writings of James Madison, ed. Gaillard Hunt 
(9 vols.; New York, 1900-1910), VIII, 339, 340. 
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it seemed to Roberts, “had good right to 
be dissatisfied with Calhoun’s past con- 
duct”; yet, seeing that “a great public 
end was to be gain’d,” without a mo- 
ment’s hesitation, Secretary Dallas called 
a hack and went to see Congressman 
Calhoun.*s 

Dallas and Calhoun found themselves 
in harmonious agreement. The ending of 
the war had removed their differences of 
opinion. Calhoun was pleased that Dal- 
las was now urging a national bank as a 
means to hasten resumption of specie 
payments, instead of merely as a way of 
procuring loans for the government. This 
oral understanding was soon placed on a 
formal basis. On December 23, Calhoun 
wrote Dallas requesting an elaboration 
of the Secretary’s views. 

Dallas replied the next day. The bank, 
he said, should be chartered for twenty 
years, with a capital of $35,000,000, 
which could later be raised to $50,000,- 
ooo. The government should subscribe 
for one-fifth of the stock, the public for 
the balance. Subscriptions should be 
paid one-quarter in specie, three-quar- 
ters in government stock and Treasury ° 
notes. Of the bank’s twenty-five direc- 
tors, five should be appointed by the gov- 
ernment; its president was to be named 
by the president of the United States. 
The bank did not have to lend money to 
the government, and it could not sus- 
pend specie payments unless Congress 
authorized it to do so.** A comparison of 
this joint plan with those offered Con- 
gress by Dallas and Calhoun individual- 
ly in October and November, 1814, sug- 
gests that the two men contributed 
equally to the new proposal. It was Dal- 


8s Jonathan Roberts, “Memoirs of a Senator 
from Pennsylvania,” Pennsyleania Magazine of 
History and Biography, LXII (1938), 39°. 
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American State Papers: Finance, IIl, 57-61. 








oe & & 


28 





RaA2FSsF@RsrBak se 


las who insisted that the government 
must participate in the financing and di- 
rection of the bank; it was Calhoun who 
stipulated that the bank must pay specie 
at all—or almost all—times. 

Acting as chairman of the House com- 
mittee on currency, Calhoun, on Janu- 
ary 8, 1816, reported a bill to create a 
bank along the lines favored by Dallas 
and himself. In its support the South 
Carolinian on February 26 delivered an 
address which paraphrased much of the 
Secretary’s annual report. A national 
bank “paying specie in itself,” he main- 
tained, “would have a tendency to make 
specie payments general, as well by its 
influence as by its example..... The 
restoration of specie payments would re- 
move the embarrassments on the indus- 
try of the country, and the stains from 
its public and private faith.’’*? 

It seems clear that the course of events 
during the latter part of 1815 and the 
first months of 1816 had convinced a ma- 
jority in Congress and the business com- 
munity of the desirability of a national 
bank. Notwithstanding, when the Dal- 
las-Calhoun bill was debated in both 
houses of Congress during March, 1816, 
it met stormy opposition. The Federal- 
ists, led by Congressman Daniel Webster 
and Senator Rufus King, ably assisted 
by that irreconcilable Democratic-Re- 
publican congressman, John Randolph, 
protested the provision that would make 
it even possible for the bank—with the 
sanction of Congress—to suspend specie 
payments. They expressed fears that, 
with its large capital, the bank would be- 
come a “mammoth machine” working 
against the best interests of the nation 
as a whole. 

In the Democratic-Republican party, 
too, there was considerable dissent. Now 


"Annals of Congress (14th Cong., 1st sess., 
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that President Madison had given the 
measure his indorsement, the old group 
of Virginia strict-constructionists said 
little but withheld their support. The 
Pennsylvania Democratic-Republican 
delegation feared that the bank would 
exert a restraining influence on the many 
state-chartered institutions in their state. 

Variations of these objections were 
loudly voiced outside Congress. Many 
financiers disapproved of the method 
prescribed for the election of officers.** 
Numerous New York and Baltimore cap- 
italists disliked the provision that the 
bank’s headquarters were to be at Phila- 
delphia. 

To meet some of these objections, the 
Dallas-Calhoun bill was modified in four 
important respects: (1) it was provided 
that the bank must pay specie at abso- 
lutely all times; (2) the right to name the 
bank’s president was given to the stock- 
holders; (3) the capital of the institution 
was never to be raised above $35,000,- 
000; and (4) Treasury notes were not to 
be accepted in payment for the stock. 

During the congressional debates the 
most effective support of the bill, besides 
that of Calhoun, was provided by Con- 
gressman Henry Clay. The eloquent 
Kentuckian recanted the hostility to a 
national bank which he had voiced in 
1811, pleading that public opinion had 
shifted in the interval. Now that he had 
been able to compare the effect of the 
control of the currency by a national 
bank and by state-chartered institutions, 
he said, he preferred the control by a na- 
tional bank. In this stand Clay and other 
congressional advocates of the bill re- 
ceived the support of large sections of 
the banking and mercantile communi- 
ties, who saw in the national bank the 
promise of a more settled currency, as 


8§ Parish to Smith, January 12, 13, 1816, in 
Parish Letter Books, VI, 189, 193. 
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well as opportunities for speculation, for 
more lucrative offices, and for more lib- 
eral discounts on loans.*® 

Finally, on March 14, the, House 
passed the Dallas-Calhoun national bank 
bill by a narrow vote—8o to 71. The 
Senate gave its approval by a wide mar- 
gin—23 to 13—on April 3. The measure 
became law when President Madison 
signed it a week later, April 10, 1816.” 

On the surface it appears ironic that 
the party of Thomas Jefferson should 
thus have re-established one of the most 
notable creations of Alexander Hamilton. 
Actually, the chartering of the bank was 
a symbol of a profound change that had 
taken place within the Democratic-Re- 
publican party during the war years. 
The agrarian strict-constructionists of 
the South had been eclipsed by the com- 
mercial, nationalistically minded Demo- 
cratic-Republicans of the northern and 
middle states. 


V 


Years later Calhoun told the Senate 
that “the bank owes as much to me as to 
any other individual in the country; and 
I might even add that, had it not been 
for my efforts, it would not have been 
chartered.”™ The statement is true 
enough, but it does not tell the whole 
story. Had not John Jacob Astor, David 
Parish, Stephen Girard, and Jacob 
Barker organized probank sentiment 
among the capitalists and won the sup- 
port of Secretary Dallas, had not the 
dogged persistence and persuasive plead- 


8» Charles Chauncey to John Sergeant, January 
14, 1816, in Sergeant Papers, Historical Society of 
Pennsylvania. 

%° For the March debates and the text of the bill 
as enacted, see Annals of Congress (14th Cong., 1st 
sess., 1815-16), pp. 235-81, 494-514, 1060-67, 1070- 
89, 1091-1114, 1118-22, 1136, 1137, 1139-49, IISI- 
55, 1157, 1189-95, 1200-1219, 1812-25. 
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ing of Dallas won over President Madi- 
son, Congress, and a large portion of the 
public, the bank would not have been 
chartered. 

The two statesmen who initiated the 
movement for the bank played little part 
in its career after it was chartered. Nei- 
ther Dallas nor Calhoun bought any of 
its stock when it was placed on the mar- 
ket in July, 1816. Dallas stated that he 
did not believe it proper for a secretary 
of the Treasury to do so.” He died in 
January, 1817, shortly after the institu- 
tion began operations, happy that his 
friend William Jones had been elected 
its first president.** Calhoun apparently 
took none of the stock. He continued to 
be a firm friend of the bank, fighting 
valiantly for its rechartering twenty 
years later.® 

Important as the role of Parish had 
been in the initial days of the movement, 
he did not take any part in the “hand- 
some operation,” as he had earlier antic- 
ipated. When the stock was offered to 
the public, he was short of cash and was 
planning to return to Europe; he had 
therefore to decline a proposition to par- 
ticipate in the subscription. But Par- 
ish’s interest in the bank remained keen, 
as his correspondence with Girard re- 
veals.” Even if he had desired, Barker 
could have purchased little stock, for he 
was in financial straits when the bank 
was organized. However, he did em- 
ploy the influence of the Exchange Bank 
of New York, an institution he later 


* Dallas to Girard, July 18, September 1, 1816, 
in Girard Papers, 1816, Nos. 627, 668. 
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founded, to fight the policies practiced 
by the Jones administration.*” 

The connection of Astor and Girard 
with the bank was closer but relatively 
short-lived. Through the infiuence of 
Secretary Dallas, both were named gov- 
ernmental appointees on the first direc- 
torate.** Growing fearful that Jones was 
becoming a figurehead for a Baltimore 
group whose intention was to convert 
the bank into an instrument for stock 
jobbery, Girard, Astor, and a number of 
associates took $3,038,000 of the bank 
stock;*? they unsuccessfully attempted 
to place “honest and independent men” 
in positions of power in the bank.**® 

Girard, whose misgivings about the 
character of Jones were borne out, re- 

” Niles’ Weekly Register, XV (1818-19), 34; Bar- 
ker, op. cit., p. 123. 

% Niles’ Weekly Register, X (1816), 197, 198. 

” Ibid., XI (1816-17), 16; Brown, op. cit., pp., 
136, 137. 

1° Brown, op. cit., p. 143. 
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signed as a director in 1817." Astor con- 
tinued as a large stockholder; he served 
on the national directorate during the 
period of organization and as president 
of the New York branch in 1817 and 
1818. But after bickering with the Jones 
faction, Astor did not run for re-election 
in 1819." 

Fortunately, the sordid Jones admin- 
istration was only an episode in the his- 
tory of the second Bank of the United 
States. A congressional investigation led 
to the ousting of the Jones group in 1819. 
Under vigorous, honest, and able man- 
agement the bank survived to give the 
nation orderly banking for nearly two 
decades, until Andrew Jackson brought 
its career to an end in 1836. 


Historicat Drvisron, Army Arr Forces 
Wasaincton, D.C. 
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sical economics and his own con- 
ception of economic science. The non- 
economic or sociological elements in his 
theory are then considered with refer- 
ence to their contrasting explicit and im- 
plicit meanings, and to Veblen’s place in 
the modern development of analytical 
social science. A third section sketches 
part of the ethical aspect of his thought 
for the light it casts on the broad drift of 
his economic and social theory. 


Is paper deals first with Thor- 
stein Veblen’s criticism of the clas- 


I. VEBLEN’S CRITICISM OF ORTHO- 
DOX ECONOMIC THEORY 


Veblen defined economics as the sci- 
ence of concrete economic processes. “An 
evolutionary economics must be the 
theory of a process of cultural growth as 
determined by the sequence of economic 
institutions stated in terms of the process 
itself.’* The salient features of his con- 
ception were its breadth and its relative 
empiricism. He rejected the orthodox 
view of economics as an analytical sci- 
ence dealing with an aspect of concrete 
social action in terms of sharply defined 
concepts and systematic logico-experi- 
mental propositions. His definition there- 
fore made economics an encyclopedic 
social science. “There is no neatly iso- 
lable range of cultural phenomena that 
can be rigorously set apart under the 
head of economic institutions.’” 


*The Place of Science in Modern Civilization 
(New York, 1919), p. 77. 

? Ibid. An adequate critical evaluation of a work 
so broadly conceived as Veblen’s rests even more 
on the sociologist than on the economist. 


As a statement of empirical fact, Veb- 
len’s observation was entirely correct. 
It does not follow that such a proposition 
is a valid foundation for a science. In- 
deed, it is not inaccurate to characterize 
Veblen’s ultimate methodological posi- 
tion as “scientific nihilism.” 

Veblen’s central criticisms of the clas- 
sical economics were that the orthodox 
theory (1) failed to explain concrete 
reality, (2) was teleological or animistic, 
(3) and was a “taxonomic science.” 

The charge of unrealism, based on 
Veblen’s view of the traditional school 
as a series of metaphysical phases,’ may 
be considered a corollary of his other 
two criticisms. In Adam Smith’s Wealth 
of Nations Veblen saw a conception of a 
self-moving economic system, wherein 
the “sequence of events’ was causal but 
its goal beneficent. Smith’s social proc- 
ess was thus basically teleological, ac- 
cording to Veblen, and, in the light of the 
Darwinian postulate of nonpurposive 
evolution, highly unrealistic. Another 
example of Veblen’s tendency to identify 
his accusations of empirical unrealism 
and teleology was his proposition that 
Smith’s concepts of market value and 
natural value are causally unrelated. Na- 
tural value has no concrete effect on mar- 
ket value; it is therefore an animistic con- 
cept. Such an economic theory, Veblen 
reasoned, is obviously unrealistic—in- 
capable of explaining everyday economic 


3 Ibid., pp. 64-65. Teggert suggests an interest 
ing comparison between Veblen’s teleological, meta- 
physical, and evolutionary phases of economic 
theory and Comte’s famous law of three stages 
(Thorstein Veblen (Berkeley, 1932], p. 52). 


132 





SOCIOLOGICAL ELEMENTS IN VEBLEN’S THEORY 


omena. He should have distin- 
guished, of course, between animism- 
teleology and unrealism, for they are not 
necessarily related.‘ That he did not do 
so is evidence of his radical empiricism 
and of his relatively unsophisticated 
analytical insight. 

Veblen’s first charge, that the classical 
tradition failed to explain concrete real- 
ity, was based on a fundamental mis- 
conception of the nature of scientific 
theory. All theoretic sciences are con- 
cemed with abstractions. Each deals 
systematically with an aspect of the con- 
crete universe. Economics studies only 
the economic aspect of social action— 
the acquisition and distribution of scarce 
resources.© The major writers of the 
dassical school at least attempted to fol- 
low this principle—with fair though by 
no means complete success. Veblen’s 
studies of economic institutions, how- 
ever, deal from the very beginning with 
all sociocultural phenomena. 

The conclusion is unavoidable that 
rigorous adherence to Veblen’s method- 
ology would result in no science at all. 
His encyclopedic and empiricist concep- 
tion of economics compelled him to treat 
concrete economic institutions as the ele- 
ments of his system. A few examples of 
such elements are “business enterprise,”’ 
“industry,” the “leisure class,” and 
“technology.” This use of concrete 
phenomena does not lend itself to the 
formulation of precise causal-functional 
relationships, because each such phe- 
nomenon consists of component ele- 
ments which can vary independently. 
The divisibility of the phenomenal 


‘This statement also applies to Veblen’s use of 
amimism and teleology, as will be shown below. 


‘Cf. Pareto, Mind and Society (New York, 1935), 
Vol. I, chap. i; Manuel d’économie politique (Paris, 
1909), chap. i; cf. also, Parsons, “Sociological Ele- 
ments in Economic Thought,” Quarterly Journal of 
Economics, XLIX (1934-35), 414-53. 
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world is, of course, potentially unlimited, 
and each science effects the necessary 
analytical distinctions according to its 
current needs. Yet, even allowing for 
such latitude, concepts like “business 
enterprise” are hardly compatible with 
the requirements of scientific logic in 
economics. “Business enterprise’ in- 
cludes a variety of occupational insti- 
tutions, complex market and price phe- 
nomena, several different patterns of 
property and authority relationships, be- 
sides many other equally essential as- 
pects, all of which have wide ranges of 
variation. “Business enterprise” is not a 
monolithic concept in any scientifically 
legitimate sense. 

Veblen’s methodology at best can pro- 
duce only rough empirical generaliza- 
tions. These were common in his work, 
and often of such brilliant insight that 
we tend to forget their contingent na- 
ture. They do not, however, meet the de- 
mand of science for the formulation of 
increasingly exact causal or functional 
relationships and precise statements of 
the conditions wherein they obtain. Veb- 
len’s extreme empiricism is only a hin- 
drance to this goal.® It is in this sense 
that his ultimate methodological posi- 
tion may be epitomized as tending to- 
ward “scientific nihilism.’”’ 

If not intrinsically valid as scientific 
procedure, Veblen’s abrupt departure 
from the classical tradition was useful in 
a historical sense. He is a milestone in the 


*This empiricism accounts for the baffling 
vagueness in Veblen’s work. 


7 Veblen’s encyclopedic social science should not 
be confused with the present moves for “unity” 
in the social sciences. Co-operation among the vari- 
ous social disciplines has proved fruitful in many 
cases, aS, e.g., in studies by Henderson, Kardiner, 
Mayo, Fromm, Alexander, Malinowski, Firth, and 
Warner. But part of the credit for these successes 
is due to synthesis and adjustment of the respective 
disciplines on an analytical level. This is quite 
different from Veblen’s radical empiricism. 
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labored growth from the orthodox theory 
of economic activity toward a comprehen- 
sive theory of social action, wherein the 
economic aspect is but one among many 
—technological, political, normative, etc. 
—all conceived and interrelated in an 
analytical system. This halting but fun- 
damental development in modern social 
science began with the classical econo- 
mists themselves, who, although the au- 
thors of the first mature phase of scien- 
tific social thought, did not progress far 
beyond the stage of half-articulated as- 
sumptions about the noneconomic ele- 
ments undeniably present in their work.* 
Veblen’s point of view had the great 
merit of making more apparent the need 
for an integrated social science not con- 
fined primarily to the economic aspect 
of social reality.° 

Veblen’s second basic criticism of the 
orthodox economics was the charge of 


* The fullest existing exposition of this trend is 
Parsons’ Structure of Social Action (New York, 
1937), which traces the convergence of Marshall, 
Pareto, Durkheim, and Max Weber toward a defini- 
tive analytical system of social theory. Another 
aspect of the same basic trend is represented by 
Marx; still a third by the American institutionalists, 
among whom Veblen is usually considered the key 
figure despite the paradoxical absence of Veblenian 
disciples. A fourth is embodied in Knight’s Ethics of 
Competition (London, 1935), where the approach 
is nearer the classical tradition. Two papers by 
A. L. Harris, “Types of Institutionalism,” and “Eco- 
nomic Evolution: Dialectical and Darwinian,” 
Journal of Political Economy, XL (1932), 721-49, 
and XLII (1934), 34-79, are outstanding among 
the many discussions of institutionalism and 
Marxism. Harris’ lucid treatment of Veblen and 
Marx does not, however, place them in what the 
present writer believes to be their proper historical 
perspective. 


*Veblen’s keenly probing mind raised, albeit 
not at all clearly orself-consciously, some exceedingly 
fundamental issues—the nature of science, meth- 
odology in economics, problems of modern capital- 
ism, social evolution, social policy, sociological 
theory, etc. In his posing of challenging issues lies 
most of his claim to greatness, for his answers to 
those problems were often untenable. 


animism or teleology. These two terms 
were used interchangeably—an unwar- 
ranted procedure on Veblen’s part, be- 
cause it identified very different aspects 
of the classical tradition. 

There were two kinds of normative 
elements in the early classical theory. 
One was the deistic idea that a benevo- 
lent Providence was active in society, 
quite apart from human ends. Hence 
arose an atmosphere of cosmic teleology 
which Veblen properly attacked as ani- 
mistic. But there was a far more impor- 
tant type of normative element in the 
orthodox tradition which he failed to dis- 
tinguish from animism. This was a set of 
assumptions about noneconomic insti- 
tutions, the social context of economic 
activity. His economic principles Adam 
Smith conceived as valid only within 
that more or less implicit institutional 
framework, the social order commonly 
identified with early English liberalism.” 


1° Cf. Adam Smith, The Theory of Moral Senti- 
ments (11th ed.; London, 1812). Smith’s concept 
of sympathy, which he used interchangeably with 
conscience and fellow-feeling, corresponds essen- 
tially to the common-value element in modern socio- 
logical theory. The content of his normative pattern 
is a mixture of Christian and middle-class values 
grouped in three main categories—prudence, 
benevolence, and justice (ibid., Part I, sec. 1, chap. 
sec. 1; also sec, 2, Introd., and chaps. i and iii; and 
sec. 3). The sole origin of general rules of morality, 
according to Smith, is education and experience in 
society (pp. 271-72). By associating with their 
fellows, men learn to take account of the views of 
others toward themselves. Thus they acquire the 
moral consensus of their society (cf. Durkheim's 
“collective conscience.” Freud’s “super-ego,” and 
G. H. Mead’s “generalized other’). Prudence in- 
cludes the self-regarding virtues, one’s duties to 
himself and his own—thrift, health, reputation, 
foresight, etc. Justice and benevolence refer to one’s 
responsibilities to others (ibid., Part VI). Adam 
Smith clearly ranked the latter above prudence; 
where necessary, he invoked the state to enforce 
justice. Explicit criticisms of self-interest and utility, 
and denials of their primacy in human motivation, are 
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The society which the liberal thinkers 
sought or assumed was one of relatively 
small economic enterprises having ap- 
proximately equal resources and stand- 
ing in the same common relationship to 
political authority—special privileges to 
none. To realize this conception of fair 
play, they proposed that the scope of the 
state be greatly limited. This was a blow 
at the abuses and the particularistic 
ethic of mercantilism. The circumscribed 
“police state” permitted correspondingly 
enlarged rights (or immunities from in- 
terference) for individuals, now on a uni- 
versalistic basis. For the maintenance of 
order, chief reliance was placed on an 
ethic of individual self-restraint com- 
bined with a sense of the general welfare. 

Since the classical writers did not 
make these preconceptions at all clear, 
they seemed to Veblen to be saying that 


chaps. iii-vi; sec. 3, chaps ii-iii; in Part II, sec. 2, 
chaps. i-iii; and in Part IV, passim, esp. pp. 326-34. 
Only where the individual is completely isolated 
from society can utility rule conduct (pp. 333-34). 
Smith advocated a balance of all the affections 
or virtues included under prudence, justice, and 
benevolence, but a balance wherein moderation 
everywhere prevailed, and where the measure of 
that moderation was sympathy—moral consensus 
or the view of an ideal spectator—and not utility 
(p. 541). Self-restraint he held necessary for the 
pursuit of all ends, both self-interested and dis- 
interested (Part VI, sec. 3). He did not envisage 
any great disparity of wealth among different 
classes (Part IV, chap. i). A degree of inequality, in 
his opinion, gave incentive to industry and effort, 
yet the portions of wealth going to the rich were 
not unduly greater than if distribution had been in 
equal shares (p. 318). The workings of the several 
motives and social mechanisms, both ethical and 
economic, made for that kind of society called 
liberal as if guided by an “invisible hand.” 
_ Of course, Smith did not clearly define the 
institutional trends and structure of his society, 
nor did he specify incisively the content of the 
norms he discussed. That he had no real grasp of 
institutional variation may be seen in Part V. 
Nonetheless, we can derive from his eighteenth- 
century terminology, and from our knowledge of 
the social context of his thought, most of the basic 
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the pursuit of self-interest is unlimited 
and that, by some magic, the social sys- 
tem functions so as to maximize the gen- 
eral welfare. Hence sprang Veblen’s im- 
pression of a mysterious and superna- 
tural beneficence in their theory, an im- 
pression reinforced by the minor element 
of Deism actually present.” 

The assumptions or ‘sociological prem- 
ise” of the late eighteenth- and nine- 
teenth-century liberals concerning the 
noneconomic aspects of social life were 
increasingly realized, however incom- 
pletely, in certain Western nations.” 


values of his age. We find the peculiar Puritan 
blend of asceticism and strenuous worldliness (Part 
I, sec. 2); the growing emphasis on a stratification 
system based on monetary wealth, yet still quali- 
fied by Christian precepts (Part I, sec. 3, chap. ii); 
the spread of rationality associated with the middle- 
class virtue of prudence (Part VI, sec. 1); and the 
new individualism. Something can be implied from 
his indignant references to certain other social pat- 
terns, such as slavery in ancient Greece. Smith 
recognized the problem of evil arising from the 
inevitable discrepancies between merit and reward, 
and he pointed to the role of religion in reinforcing 
the moral code of society by transferring the exact 
fulfilment of justice to the next world (Part III, 
chaps. ii and v). Fully aware of the turbulent force 
of issues relating to power and immediate self-inter- 
est, he also recognized that more sophisticated self- 
interest which preaches social conformity for 
utilitarian reasons. Men, wrote Adam Smith, ad- 
here to the moral code partly, of course, because it 
serves their interests better than nonconformity, 
but mainly because they admire morality for its 
own sake (Part II, sec. 2, chap. iii). 

To label Smith an apostle of social harmony 
through egotistical utilitarianism and unqualified 
individualism is an error of the gravest sort (cf. 
O. H. Taylor, “Economics and the Idea of Natural 
Laws” and “Economics and the Idea of jus natw- 
rale,” Quarterly Journal of Economics, XLIV(1929- 
30), 1-39, and ibid., pp. 204-41, esp. pp. 226-38 
on Adam Smith). 

** Cf. Taylor, “Economics and the Idea of jus 
naturale,” op. cit., pp. 205-41. 

2 This made the classical economics more nearly 
a theory of concrete reality (cf. O. H. Taylor, 
“Economic Theory and Certain Non-economic Ele- 
ments in Social Life,” in Explorations in Economics 
[New York, 1936], pp. 380-90; and “Economics vs. 





136 


Subsequent collectivist trends reversed 
this tendency. Veblen attributed the re- 
sultant divergence between orthodox 
economic theory and late-capitalist real- 
ity to the allegedly animistic preconcep- 
tions of the classical tradition. Failing to 
perceive the true nature of those pre- 
suppositions, and then to supplement 
them with a more adequate sociological 
theory as Pareto did, Veblen rejected 
the classical theory in foto. 

What he was unwittingly attacking 
in his charge of animism and teleology 
was the normative framework of the 
classical economics. There can be little 


Politics,” Economics of the Recovery Program [New 
York, 1934]). In Veblen’s day liberalism gave way to 
monopoly, tariff barriers, and collectivist tendencies. 
This made for a marked discrepancy between the 
classical theory and everyday reality. Confronted 
with this change, some of the later orthodox writers, 
placing their economic theory in the broader con- 
text of Darwinian social evolution and thereby 
shifting the emphasis from market phenomena to 
survival through competition, could still argue 
that economics explained reality. Carver, e.g., 
extolled American capitalism as, the source of all 
progress; he thus analyzed the contemporary order 
in terms of struggle and survival, and he simultane- 
ously evaluated it very favorably (cf. T. N. Carver, 
The Present Economic Revolution in the United 
States (Boston, 1928], chaps. i, viii, ix; for his very 
wide definition of economics see The Distribution of 
Wealth [New York, 1904], Introduction and chap. iii; 
also The Essential Factors in Social Evolution 
[Cambridge, 1935], passim). Carver’s tendency to 
expand economics to a synthetic social science in- 
stead of developing it as an analytical study of the 
abstracted economic aspect of social reality is well 
criticized by Talcott Parsons, “Sociological Ele- 
ments in Economic Thought,” Quarterly Journal of 
Economics, XLIV (1934-35), 434, 659. It is greatly 
to Veblen’s credit that he sensed the inadequacy of 
the apologist tendency in the orthodox school, even 
though his own diagnosis of the deficiency was in- 
adequate. Yet, paradoxically, he, too, would make 
economics a synthetic social science, but in a differ- 
ent direction. Veblen’s main objection was less to 
the analytical classical doctrine than to the evalua- 
tive addenda of his contemporaries. Whereas they 
supported the capitalistic status quo, Veblen’s no 
less prominent ethical bias rejected it. In so doing, 
he neglected to distinguish between the scientific 
and the nonscientific aspects of the orthodox eco- 
nomic school; he threw out the bath and baby too. 
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doubt about Veblen’s intense but veiled 
hostility to the regime of liberal institu- 
tions."? His still-echoing criticisms of 
pecuniary culture, contemporary busi- 
ness practices, and the prevailing canons 
of conspicuous consumption—trees 
which he took for the forest of modem 
capitalistic society—were brilliant, bit- 
ing, and relentless. Although obscured 
by his unique and involved literary style, 
Veblen’s chief spiritual kinship was 
Marxist.*4 

There remains Veblen’s third basic 
criticism, that the classical economics 
was a “taxonomic science,”’ concerned 
with static categories (such as rent, 
value) related in a “normal equilibri- 
um.’*5 Concrete data were merely classi- 
fied in those categories. The result, from 
Veblen’s viewpoint, was an effort to 
force a dynamic concrete reality into the 
static modes of an obsolete science. So- 
cioeconomic life in the machine age, as 
he saw it, was an ever changing process; 


"3 Part of this hostility, by no means confined to 
Veblen, springs from a mistaken conception of the 
nature of liberalism. As with all social creeds, its 
core was its ethics, which was closely related to the 
main strands of Christianity and modern philosophy 
in its universalistic and tempered individualism. 
But, having been poorly expressed from the be- 
ginning, it was soon confused with the liberals’ 
practical social program, laissez faire. Laissez 
faire became an end in itself. In time special privi- 
lege reappeared under its guise, to the general dis- 
credit of both laissez faire and liberalism. Actually 
the liberal ethic is not at all incompatible with state 
regulation of economic affairs. Veblen, of course, 
was not responsible for this confusion, which began 
with the classical theorists themselves (see O. H. 
Taylor, “Economics vs. Politics,” in Economics of 
the Recovery Program). 


14 There is an unmistakable similarity between 
the Veblenian and Marxian accounts of cultural 
evolution, their socialistic goals, and their dicho 
tomic class cleavages (though the mechanisms differ, 
as Harris has shown). The parallels do not stop here; 
space prevents elaboration. 


%’The meliorative premise which Veblen at- 
tacked in Adam Smith was given up by the neo 
classical writers Marshall and J. N. Keynes. 
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the function of science should be toexplain 
that concrete process in terms of causal 
or genetic sequences. The model Veblen 
took for his economics was post-Darwin- 
ian biology. Genuine Darwinian science, 
he held, sees no normal equilibrium but 
only ceaseless nonteleological evolution- 
ary process. Economics, too, should be- 
come an evolutionary science.” 

An important support of the pre- 
evolutionary taxonomic economics, ac- 
cording to Veblen, was the passive he- 
donistic view of human nature held by 
the classical writers. His own brand of 
instinctivist psychology made man an 
active element in the social scene. Veb- 
len’s unsatisfactory attempt in the open- 
ing chapter of his Instinct of Workman- 
ship to combine purposive effort or in- 
telligence with nonpurposive instincts 
suggests that he was groping for a more 
voluntaristic conception of human na- 
ture and social action than that afforded 
by his habit-instinct schema. 

Despite his immense emphasis on 
Darwinism, Veblen never systematically 
applied to social or economic phenomena 
the leading Darwinian concepts of na- 
tural selection, survival of the fittest, 
struggle for existence, and adaptation. 
These concepts coalesced neatly with the 
nineteenth-century credo of laissez faire; 
they were associated generally with a 
climate of opinion to which Veblen was 
strongly opposed from a philosophical 
standpoint. Perhaps this hostility was a 
factor in his lack of attention to them. 
Veblen’s theory of cultural evolution 
was Marxian rather than Darwinian or 

The Place of Science in Modern Civilization, 
pp. 56-81, 161-79. The high degree of consistency 
in Veblen’s theory is clearly apparent in his criticism 
of orthodox economic theory. Given his premise 
that economics should explain reality, and given 
also his empiricist conception of science and his 
emphasis on change, he could not view the classical 


economics as other than unrealistic, teleological, 
and taxonomic. 
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Spencerian."? His real borrowings from 
Darwinism were limited to the vague and 
peripheral concepts of process and evo- 
lution. Contemporary biology impressed 
on his mind the idea of nonteleological 
social change."* Yet his strivings for a 
full-blown Darwinian theory of social 
change led him into one blind alley after 
another.’® It will appear later that, al- 


17 This view seems to be the opposite of that co- 
gently advanced by A. L. Harris, Journal of Political 
Economy, XL (1932), 721-49, and XLII (1934), 34- 
79. The disagreement is less real than it seems. Harris 
never says that Veblen used the Darwinian con- 
cepts except as analogies. They were not essential 
elements in Veblen’s work. In the character of its 
medieval and modern stages, in its prehistoric 
utopian anarchism, and its suggestion of a similarly 
peaceable social order to come, Veblen’s account of 
socioeconomic evolution is patterned after Marx. 
This problem is discussed briefly in A. K. Davis, 
“Veblen on the Decline of the Protestant Ethic,” 
Social Forces, XXII (1944), 283. The nonpredatory 
behavior pattern, based on the benevolent instinct 
of workmanship and the parental bent, is one of the 
two main strands in Veblen’s theory of history; it 
differs radically from the pictures of chronic strife 
attributed to primeval and primitive societies by 
Spencer and by social Darwinism in general. 


%8 This concept is not necessarily Darwinian or 
biological. Modern sociologists now speak of the 
“unintended consequences of social action.” See 
the articles of R. K. Merton, “Unanticipated Con- 
sequences of Purposive Social Action,” American 
Sociological Review, I (1936), 894-904; also “Social 
Structure and Anomie,” ibid., ITI (1938), 67 2-82. 


9 Surely Harris must have sensed the empirical 
absurdity of Veblen’s compound of racial muta- 
tionism, instinctivism, and environmentalism, which 
is reconstructed in Part II of Harris’ second paper. 
Veblen’s use of instincts, race mixture, and habit to 
explain the cultural origins and behavior character- 
istics of the European races boils down to a series 
of genetic sequences, the elements of which are 
either vague or—where instincts are concerned— 
imaginary entities. Temporal sequence establishes 
nothing about causality. Veblen’s genetic method 
can produce only a descriptive history of socio- 
economic developments. Indeed, by focusing on 
an indiscriminate succession of concrete events, 
and by tending to overemphasize the causal role 
of one or a few elements, geneticism hinders the 
analytical consideration of a social system as a 
functioning whole. E.g., Veblen’s dichotomic treat- 
ment of modern capitalism in terms of business and 
industry omits a number of elements highly essen- 











138 ARTHUR K. DAVIS 


though Veblen claimed an explicit theo- 
retical orientation chiefly Darwinian or 
biological, he was actually groping to- 
ward a theory of social action of a very 
different sort. His Darwinian categories 
of habit and instinct both contain im- 
plicit but significant normative elements. 

The interpretation of Veblen’s tax- 
onomic science is very difficult. One sug- 
gestion is that he meant that economists 
must include in their theoretical system 
a conception of the direction and goal of 
economic development.” Some form of 
socialism was probably in his mind, al- 
though he set forth no such goal in so 
many words. The logic of the machine 
process, Veblen felt, made for the under- 
mining of contemporary predatory insti- 
tutions—such as capitalistic enterprise, 
private property, the state, the leisure 
class—and the eventual emergence of a 
peaceful social order characterized by 


tial to the modern economic system, such as the 
social organization of industry and th: relation of 
occupational institutions to other institutions; and 
it lumps together other elements better handled 
severally—the capitalistic ethic, competition and 
monopoly, relations to political authority, etc. In 
the social sciences some form of the comparative 
method, such as that used by Weber in his study 
of the Protestant ethic, is necessary for genuine 
causal analysis (cf. J. S. Mill, Logic, Book VI). 
Veblen’s nearest approach to a comparative study 
of institutions is in Imperial Germany (New York, 
1915), and The Nature of Peace (New York, 1917). 
It should be noted finally that Veblen’s remarkable 
predictive insights are based, however unwittingly, 
on the normative and other truly social elements in 
his theoretical system rather than on the nonsocial 
conditions of action—heredity and environment. 
Thus, Veblen was able to foresee the probable 
rebirth of aggressive German nationalism under 
certain conditions, not because he predicted the 
behavior of some hypothetical German predatory 
instinct but because he accurately estimated the 
nature and strength of the ethico-political senti- 
ments centering around the German concept of the 
state and the relation of the individual to authority. 


*° Oscar Morgenstern, “Observations on Prob- 
lems of American Institutionalism,” Saggia di 
storia e di teoria economia (G. Prato), pp. 333-50 
(unpublished translation by George Stigler). 


technological abundance. Yet he expect- 
ed this desirable tendency to be blocked 
eventually by a reversion of Western 
society to militaristic predation, which he 
predicted as early as 1904 in one of his 
most brilliant insights.” 

Another view is that Veblen’s charge 
of taxonomy referred to the hedonistic 
and meliorative premises which he at- 
tributed to the classical school; closely 
related was the orthodox concept of nor- 
mal equilibrium.” Veblen felt, according 
to Harris, that these traditional pre- 
conceptions amounted to a rationaliza- 
tion of the socioeconomic status quo, in 
direct opposition to his own activist 
view of human nature and his hostility 
toward laissez faire. 

Without rejecting the validity of these 
points of view, we may offer another in- 
terpretation of taxonomic science. (1) 
Because Veblen defined social reality as 
a process continually changing, and be- 
cause of his extreme methodological em- 
piricism, he implicitly reasoned that no 
genuine science could be founded on an 
assumption of fixed logical relations. No 
facts can legitimately be classified in per- 
manent abstract categories because the 
facts are changing all the time. There- 
fore, Veblen reasoned, scientific cate- 
gories must change too. Science must be 
a process like the data with which it 
deals. (2) In Veblen’s eyes knowledge 
and science and theories in general were 
molded by the nature and form of the 
society in which they occur. For exam- 
ple, in the feudal age God was conceived 
as a great king and in the handicraft era 
as a master-workman. Likewise, the na- 
tural rights philosophy of capitalism and 
liberalism grew up in the handicraft age, 
to be undermined in the machine age. 

** Theory of Business Enterprise (New York, 
1904), chap. x. 

* Harris, “Types of Institutionalism,” op. cit. 
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Our conclusion is that Veblen was grop- 
ing toward a theory of Wissensoziologie 
along Marxian lines, which posits ideolo- 
gies and knowledge as functions of the 
sociocultural milieu.** Again, because of 
his empiricism, he confused the role of 
science as an independent variable with 
its role as a dependent variable. 

Since it illuminates his criticism of 
orthodox economic theory, Veblen’s re- 
lationship to Werner Sombart of the 
German historical school will be sketched 
as a conclusion to this section. Veblen 
considered Sombart a genuine “post- 
Darwinian” economist whose chief work 
was a genetic account of modern capital- 
ism.* He saw in Sombart’s study a his- 
tory of economicinstitutionsstrictly onan 
empirical level. But he failed to grasp 
the incisive, highly self-conscious, theo- 
retical system which was the very essence 
of the German’s work. Sombart dis- 
tinguished in modern Western history a 
succession of unique economic epochs, 
each characterized by its own peculiar 
economic system, which in turn was de- 
termined primarily by its respective eco- 
nomic “spirit.”” The handicraft economy 
was characterized by the basic value of 
maintaining a traditional standard of 
living, and the capitalistic economy by 
the ultimate value of maximizing mone- 
tary gain. While these two systems might 
exist side by side in concrete historical 

* As a final estimate of concrete interrelation- 
ships between ideologies and other sociocultural 
variables, the Marxian view is, of course, one- 
sided, though legitimate for purposes of analytical 
study. Functional interdependence is nearer the 
truth. Veblen escaped from this one-sidedness in 
some of his later work, where he gave ideology a 


more independent and even a leading role. Cf. his 
Nature of Peace, chap. v. 


See Veblen’s favorable review of Sombart’s 
Der moderne Kapitalismus (1902) in the Journal of 
Political Economy, XI (1903), 300-305. Several 
writers, including Harris, have accepted Veblen’s 
uncritical belief in the essential similarity between 
his own work and that of Sombart. 


reality, according to Sombart, theoreti- 
cally they were entirely unrelated.* 

Veblen’s historical epochs—particu- 
larly his handicraft and capitalistic eras 
—roughly concurred with those of Som- 
bart, to whom they owed part of their 
descriptive content, such as the account 
of the origin of modern technology. Yet 
Veblen never distinguished between 
them on the theoretical level as Sombart 
did. Veblen’s view of history as a con- 
tinuous process was much closer to the 
unilinear type characteristic of nine- 
teenth-century Anglo-American thought 
than to the German conceptions of 
cyclical or discrete cultural epochs. 

It was primarily with respect to their 
concrete economic history that the two 
men were most congenial. They shared 
also the same ethical bias in favor of 
the craftsman’s value orientation and 
against the capitalistic ethic of maximum 
acquisition. Believing that economic sci- 
ence should explain concrete reality, each 
rejected the English classical economics. 
Veblen proceeded to construct his theory 
of social action mainly on the nonsub- 
jective elements of heredity and environ- 
ment, whereas Sombart “‘went the other 
way” and made the value element the 
central one in his conceptual scheme.” 


2s Sombart’s premise of unique cultural epochs 
and his stress on the value element as the decisive 
causal factor therein left him in a position where he 
was unable to explain satisfactorily the origin of 
the Geist from previous social situations. This logi- 
cally pushed him into an idealistic interpretation of 
action (cf. Talcott Parsons, “Capitalism in Recent 
German Literature,” Journal of Political Economy, 
XXXVI [1928], 641-61). 


**Cf. Parsons, “Sociological Elements in Eco- 
nomic Thought,” Quarterly Journal of Economics, 
XLIX (1934-35), 414-53. The orthodox economics 
dealt mainly with the rational aspects of action, 
with those elements falling chiefly in the intermedi- 
ate means-ends sector. Broadly speaking, there are 
two additional major analytical divisions of action: 
(1) the conditions of action (heredity and those 
aspects of environment not in the status of the 
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The empirical similarities in the thought 
of Veblen and Sombart were set in pro- 
foundly different theoretical contexts. 


II. SOCIOLOGICAL ELEMENTS IN 
VEBLEN’S SOCIAL THEORY 


There now arises the problem of what 
analytical elements Veblen employed 
in his social theory in place of the re- 
jected categories of the orthodox econo- 
mists.”’ It is necessary first to outline a 
conception of a generalized system of 
action with which to compare Veblen’s 
system. The following sketch is not ex- 
haustive. 

Concrete social systems can be broken 
down analytically into three major as- 
pects in terms of the actor’s means and 
ends.”* (a) The conditions of the actor’s 
situation are those aspects not control- 
lable by him—heredity and such part of 
the environment as does not stand to the 
actor in the status of potential means. 
Since the actor must adjust to them, 
they are important elements in his situa- 
tion. (b) The rational category of action 
includes those empirical aspects of the 
actor’s situation which are potential 


actor’s means) and (2) ultimate value elements. 
Thinkers rejecting the classical emphasis on the 
rational elements could develop either of these two 
other categories or subdivisions thereof. A compre- 
hensive theory of action requires the integration of 
all. 


27 Veblen’s criticism of the classical economic 
theory made his own economics in effect an encyclo- 
pedic social science. An economics thus broadly 
defined is better denoted by the more general term 
“social theory.” Veblen’s thought ranged over all 
the major social sciences. To strictly economic stud- 
ies he gave very little attention, and that of a non- 
quantitative sort (cf. his discussion of loan credit, 
Theory of Business Enterprise, chap. v). He focused 
instead on the methodological preconceptions of the 
various economists. In addition to the scientific 
interest of Veblen’s work, there is a strong under- 
current of ethical pronouncement on social policy. 


*° Cf. Parsons, Structure of Social Action, pp. 
718-19 and passim. 
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means to his proximate ends. It there. 
fore involves among other elements the 
economic aspect of his situation—his 
control of scarce resources—and the po- 
litical aspect. (c) The category of ultimate 
value elemenis consists of the actor’s 
ends-in-themselves. Always nonrational, 
these values orient the actor to nonem- 
pirical entities, to the problems of mean- 
ing, evil, life, and death (religious values). 
They relate him to society and to other 
actors. When meaningfully integrated 
and held in a common faith by the mem- 
bers of a group, these end-values consti- 
tute the group’s social essence—its gen- 
eral institutional pattern, which defines 
and supports the structure of authority, 
the system of stratification, and greatly 
influences cultural activities. Parsons 
calls them institutional elements.” 

- The elements of action most explicitly 
formulated by Veblen were habit and 
instinct.?° On this evidence his main the- 
oretical focus was on the conditions of 
action, the interplay of heredity and en- 
vironment. Pareto would have classified 
him as a social Darwinist. Closer exami- 
nation of Veblen’s use of these elements, 
however, will disclose important non- 
Darwinian components. There are nor- 
mative elements implicit in both of his 
basic categories. Technological, political, 
and economic elements are also employed 
in his work. Consequently, although 
Veblen remained largely within the limi- 
tations of the positivistic tradition with 


2 Cf. Pitirim Sorokin, Social and Cultural Dy 
namics (New York, 1937), Vol. I, chap. i; Vol. Il, 
chap. i; Bruno Malinowski, The Foundations of 
Faith and Morals (New York, 1936); Emile Durk- 
heim, Elementary Forms of Religious Life (New York, 
1926); Parsons, Structure of Social Action (New 
York, 1937), and “Theoretical Development of the 
Sociology of Religion,” Journal of the History f 
Ideas, V (1944), 176-90. 


3° Instinct of Workmanship (New York, 1914)- 
chaps. i ff. 














a pronounced tendency toward its radi- 
cal Darwinian wing, there were significant 
“pointers” in his work toward a broader 
social theory.** Yet he remained wholly 
unaware of their theoretical import. 

The first major element of Veblen’s 
theory of action to be considered here is 
his category of instincts. “For mankind 
the life of the species is conditioned by 
the complement of instinctive proclivi- 
ties and tropismatic attitudes. .... These 
are the prime movers in human be- 
haviour.”* Instincts, according to Veb- 
len, are “innate propensities,” combina- 
tions of tropisms or reflexes. Instincts de- 
fine the ends of action, which the individ- 
ual consciously strives to realize. There 
is an area of rationality in Veblen’s sys- 
tem. In the process of realizing these 
ends, men and societies build up pat- 
terns of knowledge and tradition, or 
“habits of thought.” This is Veblen’s defi- 


3! “Positivistic” in Parsons’ sense of the term. 
Positivistic thinkers emphasize the intermediate 
rational sector of action primarily, and the con- 
ditions of action secondarily. Normative elements 
are overlooked (cf. Parsons, Structure of Social 
Action). This classic analytical study of positivism 
traces the emergence of a more comprehensive 
theory of social action from the positivism of the 
classical economists, but it does not place positivism 
in its historical perspective. Limiting the scope to 
the English positivists omits the school of the origi- 
nal and leading positivist, Auguste Comte, whose 
work does not wholly fit Parsons’ concept of posi- 
tivism. Even within the branch he discusses, it is 
not accurate to say that Adam Smith or Veblen 
was a thoroughgoing positivist, for there are signifi- 
cant normative elements in the work of both of 
these men. Parsons’ treatment of Smith, e.g., is 
based solely on the Wealth of Nations. The “meta- 
physical prop,” central to Parsons’ analysis of 
positivism, largely disappears if the Theory of Moral 
Sentiments is considered (see n. 10 above). This 
seems to jeopardize a major portion of the Parsonian 
case against the positivists. We must ask, “Who were 
these positivistic writers?” Perhaps the most that 
can be said is that they constituted a “climate of 
opinion.” They tended to approach more or less 
closely the positivistic pole formulated analytically 
by Parsons. 


* Instinct of Workmanship, p. 1. He repeats 
the point at intervals throughout all his books. 








SOCIOLOGICAL ELEMENTS IN VEBLEN’S THEORY 141 


nition of institutions. They originate as 
means to the ends set by instincts; but 
from their own tendency to autonomy, 
and because of the continual attention 
they received, they eventually became 
ends in themselves. 

Quite unlike any ordinary instincts 
were Veblen’s instinct of workmanship, 
the parental bent, and idle curiosity.* 
The more conventional instincts such as 
anger, hunger, and sex he went on to de- 
fine as “half instinctive, half tropismat- 
ic.”34 He thus indicated a distinction be- 
tween instinct and tropism without ex- 
plaining the difference. The point is high- 
ly significant for present purposes, how- 
ever. After a casual reference or two, 
these “tropismatic instincts” disap- 
peared from Veblen’s work (i.e., the 
strictly biological elements were tacitly 
dropped). The suggested interpretations 
of his concept of “‘instinct”’ follow; these 
apply to his general use of the term 
throughout the body of his work except 
for his preliminary definitions. 

The instinct of workmanship involves 
two related value elements—high pro- 
ductivity or making things of a material 
nature, and the ideal of doing a job well 
for its own sake.** Veblen’s ethical bias 
in favor of maximum production of phys- 
ical goods—his definition of welfare— 
led him to merge these two value ele- 
ments. The job for itself, or doing some- 
thing for its own value, fits precisely Veb- 
len’s conception of the subordinate na- 


33 Some commentators on Veblen have added 
the predatory bent. This belongs properly in the 
category of habit, as will appear below. 


34 Instinct of Workmanship, p. 29. 


3s Cf. Weber on “labor in a calling,” in The 
Protestant Ethic and the Spirit of Capitalism (Lon- 
don, 1930). Veblen has obviously hit upon a major 
value pattern in American social structure. It is a 
combination of the Puritan heritage of work as an 
end in itself and the more modern American empha- 
sis on quantitative materialistic productivity. 
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ture of the sense of workmanship, easily 
turned to any ends.** The aura of pains- 
taking pride which hangs about his em- 
ployment of workmanship is all but ex- 
plicitly normative; it cannot by the 
widest stretch of imagination be recon- 
ciled with the general idea of a biological 
instinct. 

Veblen described the modern emanci- 
pation of women as growing out of the 
instinct of workmanship made possible 
by woman’s increased leisure and by the 
new economic pattern wherein “indus- 
try” undermines the old habits of 
thought. He referred to this “new woman 
movement” as the reassertion of the 
“ancient habit of purposeful activity” 
and usefulness against the more recent 
predatory and pecuniary ways.*’? That 
he thus explained in terms of habit and 
instinct a basic cultural trend rooted in 
complex developments in our occupa- 
tional, kinship, and economic institu- 
tions—changes best analyzed in terms of 
institutional roles and patterns—needs 
no elaboration. Of primary interest here 
is the connotation of usefulness which 
Veblen consistently associated with the 
instinct of workmanship. Since he re- 
peatedly though vaguely defined useful- 
ness and welfare as the maximum mass 
consumption of physical goods, we may 
ascribe to workmanship the implicit nor- 
mative value of high material produc- 
tivity. 

The parental bent signifies a vague 
cosmopolitan humanitarianism, a con- 
cern for the welfare of the community.** 
The sexual instinct is specifically ex- 
cluded. The parental bent and the sense 
of workmanship in Veblen’s theory are 
the two chief dispositions contributing 


3° E.g., Theory of the Leisure Class (New York, 
1899), P. 33. 

3 Ibid., pp. 359-60. 

#* Typically stated in ibid., p. 219. 
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to the material well-being of the race, 
So broad a concept as the parental bent 
could never be an instinct. Its unadulter- 
ated altruism in part expresses Veblen’s 
personal rejection of the highly competi- 
tive and self-interested values of con- 
temporary society.*® Its formlessness 
springs from Veblen’s lack of an ade- 
quate concept of a social system. Soli- 
darity in the real world is not uniformly 
omnipresent but channelized in specific 
relationships—in patterns of moral ob- 
ligation (rights and duties) which vary in 
content and extent in time and place. 

Idle curiosity is one of Veblen’s most 
difficult concepts. Here again Veblen be- 
gan with an explicitly biological orienta- 
tion,** but he did not sustain it. A stimu- 
lus in Veblen’s view could call forth a re- 
sponse which is overt and pragmatic (ex- 
pedient for the actor) or one which is 
neither motor nor pragmatic. This latter 
type Veblen called the instinct of idle 
curiosity. In other words, he divided 
knowledge into two categories, utilitar- 
ian and nonutilitarian. The immediate 
motives of each were expediency and 
idle curiosity, respectively. A subdivision 
of utilitarian knowledge was worldly wis- 
dom—maxims of expedient conduct, ex- 
hortations to thrift and virtue. Veblen 
gave no further attention to this concept 
except to say that it is not cumulative 
as is the rest of knowledge. 

In Veblen’s thinking, knowledge stem- 
ming from idle curiosity was not idle or 
random save in the sense that it was non- 
utilitarian. It had a definite relationship 
to the social system, which loosely gov- 
erned its formulations. Thus, in Veblen’s 


39 The conventional definitions of self-interest 
and altruism used by Veblen are no longer accept- 
able, in either a scientific or an evaluative sense 
(cf. Parsons, “Motivation of Economic Activities,” 
Canadian Journal of Economics and Political Sci- 
ence, VI [1940], 187-202). 

4° The Place of Science in Modern Civilization, p. 5. 
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primeval Savage State, knowledge was 
cast in anthropomorphic terms—myths 
and legends reflecting the peaceful agri- 
cultural economy. In the modern ma- 
chine culture, knowledge, according to 
Veblen, increasingly assumes the form of 
science or ideas expressed in terms of 
causal sequences like the machine proc- 
esses they reflect.* 

Idle curiosity, as actually employed 
by Veblen, is largely a value element, 
be t interpreted as the quest for rational 
knowledge for its own sake. He depicted 
it as usually subordinate to the prevail- 
ing institutional patterns of the age. In 
the present machine era, idle curiosity, 
according to Veblen, is freed by (1) the 
influence of the machine process in dis- 
solving traditional habits and institu- 
tional patterns and (2) the chance con- 
geniality of the machine process and 
modern science with reference to their 
mutual emphasis on causal sequences. 
The impelling force of the industrial dis- 
cipline furthers the development of sci- 
ence.* 

Idle curiosity again expresses a large 
element of Veblen’s own ethical outlook, 
wherein the value of learning and science 


“For Veblen’s writings on “idle curiosity” see 
his Place of Science in Modern Civilisation, pp. 1-31; 
The Higher Learning in America (New York, 1918), 
pp. 1-15; Instinct of Workmanship, pp. 84-89. 
His conception of the relation of knowledge and 
society reflects the Marxian influence. We may fur- 
ther note that Veblen’s theory of the evolution 
of knowledge from primeval animism to modern 
science paralleled Comte’s theory of knowledge. 
Still reflecting Comte, Veblen implied that scientific 
knowledge, through the occupational discipline of 
industry, is increasingly becoming man’s sole ori- 
entation to his situation—nonscientific sources of 
orientation such as religion being the result of 
ignorance or error. This untenable view is to some 
extent characteristic of evolutionary and positivis- 
tic social thought. 

As a theory of the origin of modern science, 
this view requires drastic modification (cf. R. K. 
Merton, Science, Technology and Society in Seven- 
teenth-Century England (Bruges, 1938]). 


ranked highly. The same disinterest 
noted in the parental bent is once more 
implicitly highlighted by the consuming 
self-interest attributed by Veblen to his 
epoch. This may also be said of the qual- 
ity of objectivity in science so ardently 
advocated by Veblen. His own practice, 
in his study of the leisure class, was so 
one-sided that it became almost an ex- 
posé, though not without significant sci- 
entific contributions. 

The difficulty of following Veblen’s 
reasoning about idle curiosity empha- 
sizes the incompatibility between his ex- 
plicit theoretical system and the under- 
lying substance of his thought. 

Habit, in Veblen’s explicit sense of the 
term, was learned reflexive activity. He 
built up the concept to something far 
more significant than the unthinking re- 
flex patterns suggested by the conven- 
tional definition of habit. Habit patterns, 
according to Veblen, are cumulative, and 
they gradually acquire an autonomy of 
their own. They tend to become ends in 
themselves instead of means. He de- 
scribed the transition process as follows. 
In the prehistoric Savage State, the 
sense of workmanship and the parental 
bent held unhampered sway. Men were 
rated competitively on the basis of their 
technological efficiency in contributing 
to the common welfare. But eventually 
esteem came to be an end in itself. 
Wealth, the by-product of technological 
skill, became the symbol of proficiency.* 


43 Veblen gave a badly tangled account of the 
origin of ownership. The maze of instincts and 
habits which he invoked is traced by Harris, 
“Economic Evolution: Dialectical and Darwinian,” 
op. cit., pp. 60-65. We have here a prime example of 
the futility of explaining major social phenomena 
in terms of nonsocial elements. Veblen’s vague use 
of “ownership” in the sole sense of private property 
held in fee simple is also not acceptable. We must 
refer instead to specific patterns of particular prop- 
erty rights, the content and referents of which may 
vary widely. 





144 


Thence it was but a step to rate men di- 
rectly in terms of wealth or ownership. 
As the competitive quest for status was 
intensified, force and fraud were em- 
ployed to gain the prized possessions. 
From such origins, according to Veblen, 
arose the institutions of private property, 
the state, and the church.*4 

The major institutions, once estab- 
lished, appropriated the resources of the 
community and thus seriously impaired 
its well-being, which Veblen defined in 
terms of the maximum production and 
mass consumption of physical goods. 
Hence he labeled these institutions 
“predatory.”’ His well-known concept of 
the predatory bent should accordingly 
be classified in the habit category rather 
than among the instincts. 

The significant aspect of Veblen’s con- 
cept of habit is its implicit normative 
role defining the basic value configura- 
tions of social groups. Veblen was grop- 
ing toward a broader concept of institu- 
tions as integrated meaningful patterns 


44 Theory of the Leisure Class, pp. 15-16 and 
passim; Absentee Ownership (New York, 1923), 
PP. 319-22, 442, and passim; Imperial Germany, 
chap. ii. Veblen’s theory of cultural evolution is a 
beautiful example of “conjectural history.” He 
divided civilization into two parts: (1) the peaceful 
prehistoric Savage State and (2) the Predatory Cul- 
ture, covering all subsequent historical time. The 
second part is subdivided into cultural stages ac- 
cording to the type and degree of predatory pat- 
terns, as follows: (a) the Barbarian State, lasting 
through the Middle Ages and characterized by 
military predation; (6) the Pecuniary Culture— 
modern times, featured by pecuniary predation. 
Veblen distinguished two phases in Pecuniary 
Culture—the Handicraft Era and the Machine 
Age. This theory of cultural stages does not rest 
on a study of concrete societies of the past. Its 
author read back into prehistoric antiquity the 
present-day competitive striving for status and for 
the symbols thereof. He universalized some local 
constellations which can exist only in our own rela- 
tively unique open-class, mobile society. His ten- 
dency to lump together sharply contrasting cul- 
tural periods—to generalize from unintegrated 
traits drawn from different social contexts—shows 
the limitations imposed by his empiricism. 
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“defining the situation” of action. An in- 
stitution thus analytically conceived js 
quite different from “habits of thought.” 
He came closest to this new view in his 
studies of the leisure class and of imperial 
Germany. In his justly famous Theory of 
the Leisure Class, Veblen dealt with the 
latent function of consumption pat- 
terns in symbolizing social status and 
expressing contemporary competitive val- 
ues.** His able work on Germany focused 
on one of the Reich’s central institutional 
configurations, the concept of duty to 
the Fatherland.“ In proportion as Veb- 
len transcended his literal habit-instinct 
orientation, his works gained insight. 
But, given his empiricism and his Dar- 
winian bias, there was no possibility of 
developing his insights on a theoretical 


level.*? 
There is one more important com- 


45 Cf. A. K. Davis, op. cit. 


4°See his Imperial Germany (New York, 1915), 
and its sequel, The Nature of Peace (New York, 
1917). These are Veblen’s finest works. His pro- 
phetic insight is nothing short of brilliant, however 
sketchy his analysis as a whole. The books are still 
worth reading (cf. A. K. Davis, ““Veblen’s Study of 
Modern Germany,” American Sociological Review, 
IX [1944], 603-9). 


47 The measure of Veblen’s approach to an ade- 
quate sociological concept of institutional norms 
can be seen on pp. 67-68 of his Theory of Business 
Enterprise. He stated there an opposition between 
such conventions or norms as blood relationship, 
clan solidarity, divine guidance, property, and na- 
tionality, on the one hand, and, on the other hand, 
the cause-and-effect habit of mind arising from the 
influence of thé machine process. The former norms 
Veblen portrayed as resting on conventional 
grounds; he depicted the machine discipline, how- 
ever, as strictly monconventional (italics mine). 
Veblen’s nonnormative definition of the machine 
process, as set over against specifically normative 
categories, is evidence for several points: his in- 
adequate conception of the role of normative ele- 
ments in a social system, and the vein of philosophi- 
cal anarchism in his thought. If Veblen had pos- 
sessed a genuine concept of institutions, he would 
have made the machine process a normative cate- 
gory, differing in content but not in kind from kin- 
ship, clan solidarity, etc. (cf. ibid., pp. 310-11). 
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ment to be made on Veblen’s social 
theory. His viewing concrete institutions 
as predatory perversions of the uniform- 
ly benevolent instincts points directly 
to a latent vein of philosophical anar- 
chism in his thought. Institutions, as he 
saw them, were pernicious in their social 
efiects. The veiled implication was that 
they ought to be modernized. Institu- 
tions were closely connected in Veblen’s 
mind with the idea of culture lag. His de- 
scription of them as autonomous “sur- 
vivals” from earlier ages has doubtless 
been the chief influence on the culture- 
lag school in American sociology.** For 
example, the institutional core of busi- 
ness enterprise in the machine age, ac- 
cording to Veblen, is the natural rights 
philosophy of the handicraft era. The 
implication of lag is obvious, and Veb- 
len’s adverse ethical judgment of it is 
equally plain in the overtones of all his 
writings. 

One may go even further. Veblen in- 
ferred not only that the major concrete 
institutions ought to be renovated but 
that they ought to be largely done away 
with. The institutions of business enter- 
prise in America and the dynastic state 
in Germany—each the dominating social 
organization in its society—were both 
painted by Veblen as wasteful and dam- 
aging to the general welfare. They pre- 
vent maximum potential consumption 
by the masses. Business enterprise re- 
stricts production to maintain profitable 
prices, and it encourages conspicuous 
consumption by the leisure classes. The 
dynastic state turns its resources to war. 
Veblen’s potential mechanism for the re- 
moval of these predatory institutions 
was the dissolving influence of the ma- 
chine process. 


“The best-known statement of this school is 
— W. F. Ogburn, Social Change (New York, 
1925). 
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An acute problem of order is posed by 
Veblen’s evaluative ideas on social policy. 
Institutional or common value patterns, 
when integrated, constitute the founda- 
tion of moral order in concrete societies. 
The work of the first-rank modern sociol- 
ogists converges on this point.*® A soci- 
ety without institutions is inconceivable. 
Yet that is the direction in which Veb- 
len’s philosophy leads. 

The normative elements implicit in 
the Veblenian categories of instinct and 
habit are the beginnings of an adequate 
concept of institutions. If, however, the 
contemporary institutions attacked by 
Veblen as wasteful and predatory were 
actually discarded—if his category of 
habit phenomena were thus set aside— 
the normative elements in his instinct 
category would be wholly inadequate as 
a substitute institutional pattern for any 
human society. The sense of workman- 
ship, the parental bent, and idle curios- 
ity cannot begin to solve the inevitable 
and omnipresent problems of authority, 
property patterns, distributive stand- 
ards, and punishment-reward patterns. 

There is in Veblen’s thought a close 
philosophical kinship with the school of 
Rousseau and Godwin. Existing institu- 
tions appeared to Veblen as obstacles to 
Utopia. Like many other great dissenters, 
he looked approvingly on what he took 
to be the undermining of those institu- 
tions. Yet, unlike his visionary prede- 
cessors in the tradition of extreme indi- 
vidualism, Veblen was too much of a 
realist not to foresee a possible reversion 
to reinforced institutional controls.‘ 


49 See, e.g., the writings of Comte, Durkheim, 
Pareto, Weber, and Sorokin; also T. Parsons, Siruc- 
ture of Social Action. Some of the cultural anthro- 
pologists should be mentioned, especially Lloyd 
Warner, Malinowski, and Firth. 


s° We may note a similar anarchistic vein in 
much Marxist thinking. Indeed, Veblen himself 
referred to the socialists’ lack of definite reform 
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Veblen’s analytical theory, with its 
bias toward an extreme empiricism and 
its very limited instinct-habit schema, 
was not adequate for the broad work he 
undertook.* This criticism, however, 


proposals as “‘the vague iconoclasm of Socialism” 
(Theory of Business Enterprise, pp. 337-39). He 
admitted further that his own machine process, 
while ignoring and undermining habits and con- 
ventions, itself gives no insight into good and evil 
(ibid., pp. 310-11). (This is further evidence for the 
argument set forth in n. 47 above.) But Veblen 
attributed this absence of practical insight to the 
weak hypothesis that contemporary institutions 
were not competent media for conveying sccialistic 
attitudes. Actually, both the vagueness of the 
socialists and Veblen’s own indefiniteness are due 
mainly to the negative character of their own socio- 
logical orientations. No specific institutional sub- 
stitutes were offered because neither Veblen nor 
the socialists realized the necessity for such a pro- 
gram. In brief, they had only an incomplete idea 
of a functioning social system and its component 
elements. 

A vital lesson here presents itself. While pure 
social science alone is no guide to social ethics or 
social policy, the statesman’s or politician’s socio- 
logical orientation—always present whether im- 
plicitly or explicitly—has a profound effect on the 
specific measures he will advocate or resist. Acting 
on social groups automatically involves precon- 
ceptions as to their nature and workings; acting 
successfully necessitates accurate preconceptions. 
Social science does not define a social ethics, but 
social ethics requires an adequate social science as 
part of its data. This proposition has far-reaching 
implications for college and secondary-school edu- 
cation in social science and ultimately for national 
policy itself. The modern spread of social planning 
to meet our growing social problems requires, 
among other things, an ever more adequate, ob- 
jective, systematic understanding of contemporary 
social reality on the part of the citizenry. Most 
undergraduate programs in social science today are 
sadly deficient in this respect. 


5* The first adequate criticism of Veblen was by 
A. L. Harris, “Types of Institutionalism” and 
“Economic Evolution: Dialectical and Darwinian,” 
Journal of Political Economy, Vol. XL (1932) and 
Vol. XLII (1934). Harris’ approach is wholly differ- 
ent from that used by the present writer. Its chief 
contributions were: (1) the definitive demonstration 
that neither Veblen nor Marx held technological in- 
terpretations of history; (2) clarification of the con- 
trasting mechanisms but similar social results of 
Marx’s rational class struggle and Veblen’s non- 
teleological occupational discipline; (3) indicating 
how the nonrational and adventitious character 
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should not cause us to forget that Veblen 
was a brilliant pioneer, the most original 
American social thinker of his genera- 
tion.” Commentators on Veblen tend to 
be wholly for him or wholly against him. 


of Veblen’s theory of change, unlike Marxism, 
afforded no definite predictability and no ideological 
basis for an action program; (4) emphasizing the 
ultimately noneconomic nature of the Marxian 
and Veblenian class conflicts. 

The main failings, from the present writer's 
point of view, were: (1) the great overemphasis of 
the Darwinian aspects of Veblen’s theory; (2) the 
failure to consider Veblen’s prediction of a possible 
reversion to militarism as an alternative to a future 
socialistic order (here was a prototype of a concept 
of institutional variation); (3) the lack of recogni- 
tion of the absence in Veblen of a comprehensive 
conception of a functioning social system. The last 
is the basic weakness, shared by many institutional- 
ists. Except for those pursuing quantitative neo- 
classical studies, American writers engaged in 
broadening economic science too often lacked ade- 
quate theoretical orientation. Hence they floundered 
about, some in the blind alleys of nonsocial heredity 
and environment, and others in vague concepts 
such as material forces. Yet these stirrings were 
signs of growth. The last-mentioned type of cate- 
gory, having social: referents, permitted further 
analysis. An adequate theory of change in social 
science must be stated primarily in terms of ana- 
lytical social elements. Where, as in Veblen’s case, 
the use of nonsocial categories has proved at all 
useful, it is because social and particularly norma- 
tive elements have implicitly crept into such con- 
cepts as instinct and habit. 

The second detailed analytical criticism of 
Veblen’s theory was made by Parsons, “Sociological 
Elements in Economic Thought,” Quarterly Journal 
of Economics, XLIX (1935), 435-39. This study has 
the inestimable advantage of having been made 
from the explicit standpoint of a mature analytical 
theory of action. In the light of the present discus- 
sion, however, Parsons’ views should be qualified 
as follows: (1) Veblen is not an out-and-out radical 
positivist; (2) there are normative elements in the 
Veblenian Aabits and instincts; (3) the predatory 
bent is not an instinct; (4) idle curiosity is not the 
primary source of technology. 

More conventional commentaries on Veblen 
have been made by several other writers. Paul 
Homan, Contemporary Economic Thought (New 
York, 1928), and Rexford Tugwell (ed.), The Trend 
of Economics (New York, 1924), are helpful. 


5? Though scientific social theory has now gone 
beyond him, his stature is not diminished, any more 
than Newton’s greatness is lessened because college 
Freshmen can now do calculus. 
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Neither view sufficiently analyzes his 
theory to show exactly what it represents 
or where it stands in the history of social 
thought. 

A long perspective is useful here. 
Much medieval and early modern social 
thought contained two kinds of inter- 
woven value elements: (1) evaluative, 
the writers’ own values, and (2) norma- 
tive, or values viewed as objective fac- 
tors in social interaction. But with the 
rise of natural science in seventeenth- 
century England, men began to pattern 
social theory in its image.** Both kinds 
of value elements tended to disappear. 
The first type never belonged in science, 
but the second was indispensable. The 
more extreme phases of this indiscrimi- 
nate reaction are usually associated with 
the nineteenth-century climate of opin- 
ion known as positivism. In the long run 
of intellectual history, it should probably 
be considered a temporary aberration 


from which social thought is now recov- 
ering as the crucial role of the objective 
normative element in social science is 
more fully recognized. Veblen’s work is 
a notable sign of that fundamental trend. 


III. SOME ETHICAL ELEMENTS 
IN VEBLEN’S THOUGHT 


No final understanding of Veblen is 
possible without considering his ethical 
orientation. He was one of an amor- 
phous group, consisting mainly of liter- 
ary and political personalities such as 


Cf. Sorokin, Contemporary Sociological Theo- 
ries (New York, 1927), chap. i. 


5 Veblen’s ethical position requires a separate, 
documented study. Here we merely sketch the gen- 
eral nature of his Weltanschauung to round out the 
present paper. The topic bears directly on the inter- 
pretation of the three Veblenian instincts; it con- 
ducts to a more balanced verdict on a highly con- 
troversial figure; most important of all, it uncovers 
Some of the broader implications of Veblen’s eco- 
nomic thought which a discussion limited to his 
objective economic propositions would miss. 


Marx, William Morris, Henry George, 
Debs, the naturalistic writers—men with 
little in common save their emphatic 
dissent to various aspects of capitalistic 
society. He stood closer than is generally 
realized to Marx, a thinker of far greater 
stature; and, like Marx, Veblen was in 
the last analysis a moralist. His tone was 
one of probing irony, however, and not 
that of a revolutionary prophet. His 
thought being rooted in the canons of 
progress and material welfare and the 
subordination of technology and fac- 
tional interest to those ends, Veblen 
scrutinized his society with a sort of 
tongue-in-cheek objectivity. Long before 
war and depression overtook us, he read 
the ominous signs and assumed the un- 
popular role of critic. Among the Ameri- 
can intellectuals of his day, therefore, he 
was relatively unique. Criticism of his 
scientific work should not obscure the 
value of his ethical insight and the worth 
of his pioneering ventures into new 
fields. 

Veblen made no comprehensive or 
explicit critique of modern society. He 
attacked the current tendencies toward 
restricting industrial output to maintain 
prices and toward the maldistribution of 
wealth separated from responsible en- 
trepreneurial effort. His conception of 
workmanship as useful, meaningful, and 
highly productive thus becomes clearer 
to us. In his eyes capitalism stood for the 
opposite of those virtues—for superflu- 
ous luxury, which he indirectly but acid- 
ly criticized in The Theory of the Leisure 
Class; for restricted output, which he 
arraigned in Absentee Ownership and The 
Vested Interests; and for frustrated labor 
and technology, which, in The Theory of 
Business Enterprise, he pictured as pre- 
vented by pecuniary interests from con- 
tributing maximum production to wel- 
fare. The polemical orientation of the 
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parental bent was Veblen’s opposition to 
the intense competitiveness and self- 
centered individualism of his time. Idle 
curiosity Veblen conceived as nonutili- 
tarian, i.e., not subject to the influence of 
those pecuniary interests he resented. 
He desired freedom to apply scholarship 
to his society, even though it should en- 
tail unfavorable publicity for certain as- 
pects of that social order. 

Although Veblen is a marked man in 
American social thought, he is not a 
major thinker like Rousseau or Marx, 
for he created no full-fledged social phi- 
losophy. His emphasis on technological 
abundance as the criterion of welfare 
ignores elements crucially important to 
every functioning social system. Any 
action program based solely on Veblen’s 
precepts would inevitably come to grief, 
probably insuring by its blunders the 
triumph of the opposition. 

Yet Veblen’s work—his failures as well 
as his successes—is highly significant. 
It bears on the relation of economics to 
the broader stream of social thought.* 
The bulk of Veblen’s writings can be sub- 
sumed under that heading. No discussion 
of his thought can avoid the problem of 
the relationship between social science 
and social ethics, for his ideas are a blend 
of those two categories. We therefore 
present some propositions which Veblen, 
handicapped by an inadequate concep- 
tual scheme, did not himself formulate, 
but which are suggested partly by the 
general implications of his work and 
partly by the point of view whence we 
have criticized that work in this paper. 

In a society as interdependent as ours, 
a mature social science must become part 
of the data of social ethics and policy. 
The nature and functioning of social sys- 
tems must be better understood than 


55 Social thought refers here to policy as well as 
to science. 


ARTHUR K. DAVIS 


hitherto by practical leaders and re. 
formers, for the findings of social science 
are increasingly necessary to policy, to 
which they stand in the category of 
means.* In the past the development of 
social science has been too fragmentary 
to be of immediate use in everyday af- 
fairs. Now, however, the expansion of 
deliberate social policy to affect all as- 
pects of the common life makes doubly 
urgent the need for the restatement of 
ultimate ends and the rational analysis 
of mechanisms and means. And in the 
integrated comprehensive theory of ac- 
tion slowly emerging, the fulfilling of 
that need is in sight. Social policy is ul- 
timately a moral issue, but it cannot 
realize its aims without a body of objec- 
tive instrumental knowledge. Veblen was 
justified in feeling that science and ethics 
should draw closer together. His mode of 
relating them was wrong, for he mixed 
the two categories indiscriminately. 
During the last century or two, the 
function of disinterested social criticism 
has devolved on persons in the literary 
and philosophical callings. Whatever 
they lacked in systematic knowledge of 
society was not a grave handicap in a 
social order that was much less closely 
knit than ours. Today nothing can com- 
pensate for that deficiency. Men of letters 
may often have a perspective which is 
broader and better balanced than that 
of the scientific specialists; they may be 
indispensable as free minds and fore- 
runners; but their prestige as social 
oracles has outrun their competence.” 
We must turn increasingly to the social 


56 Social science here represents a general class- 
fication which includes economics, sociology, 
psychology, cultural anthropology, etc. 


5? Lewis Mumford’s Condition of Man (New 
York, 1944) illustrates a typical combination of 
useful ethical insight with totally inadequate cot 
crete analysis and recommendations. 
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scientists; and, to offset the ensuing loss 
of vividness and evaluative power, the 
scientists must draw closer to social 
ethics, keeping the two disciplines always 
distinct but making the results of each 
available to the other.* 

That the momentous challenges con- 
fronting social science cannot be met by 
standing still in traditional attitudes was 
one of Veblen’s soundest convictions. 
Hence the significance of his groping 
efforts to transcend certain aspects of 
the orthodox economics. His best work, 
such as that on Germany and the stabi- 
lizing of peace, represents a preliminary 
attempt at co-operation between social 
science and policy. The answer to his 

About these matters Karl Mannheim has 
written more clearly than most. He has indicated 
how modern social techniques and conditions make 
for comprehensive social planning in all fields (see 
his Man and Society in an Age of Reconstruction 
{London, 1940], Parts II, III, and VI; also Diagnosis 
of Our Time (London, 1943], chaps. i-vii). His con- 
cept of social planning means control of the key 
positions in social organization; it includes also the 
idea of planning to leave some areas of behavior 
uncontrolled. Obviously much is needed in the way 


of new social techniques and integrated points of 
view about means and ends. 
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shortcomings is not the relapse of science 
into academic isolation and esoteric spe- 
cialization. Scientific objectivity, spe- 
cialized analytical development, knowl- 
edge for its own sake—these are still as 
indispensable as ever. Yet they must 
make their contribution to the necessary 
ethical awakening, to social reorganiza- 
tion, and to the universal view. 

Veblen the sociologist has many seri- 
ous failings. Veblen the seeker deserves 
the honors of a pioneer. The way he took 
has not turned out to be the main line of 
sociological development, but at least 
he realized that there was something to 
be sought and found. Though he sensed 
but dimly their full implications, he 
dealt with a startling array of very far- 
reaching matters—the nature of eco- 
nomics, the workings of various socio- 
logical mechanisms, questions of ethics, 
the problem of Germany, and others. 
Once more we may say of Veblen that 
the issues he raised were much more fun- 
damental than the way in which he set- 
tled them. 


HARVARD UNIVERSITY 





THE VOLUME OF MONEY AND THE PRICE LEVEL 
BETWEEN THE WORLD WARS" 


CLARK WARBURTON 


relation of the price level to 
the quantity of money has been 
the subject of intense controversy 
for at least two centuries. The heart of 
this long controversy is the degree to 
which the price level is influenced, re- 
spectively, by changes in the quantity 
of money (including whatever forms of 
circulating media are customarily used 
in making payments) and by other forces. 
The extreme positions which have been 
taken in this controversy may be illus- 
trated by Joplin’s statement in 1826: 
“There is no opinion better established, 
though it is seldom consistently main- 
tained, than that the general scale of 
prices existing in every country, is de- 
termined by the amount of money which 
circulates in it,’* and by the statement 
of the Board of Governors of the Federal 
Reserve System in 1939: “The facts 
show clearly that the volume of money 
does not control the price level 
Usually other things have a greater in- 
fluence on prices than has the amount of 
money.’”” 


* Address before the regional meeting of the 
American Statistical Association, Chicago, Illinois, 
January 15, 1944, with addition of a section on the 
theoretical background. The author is principal 
economist, Division of Research and Statistics, 
Federal Deposit Insurance Corporation. The views 
expressed are those of the author alone and are not to 
be construed as in any way reflecting views of the 
Federal Deposit Insurance Corporation or of offi- 
cials thereof. 


* Thomas Joplin, Views on the Subject of Corn and 
Currency (London, 1826), p. 3. 


3 Federal Reserve Bulletin, April, 1939, p. 256. 


MAJOR DIFFERENCE BETWEEN THE PRICE 
THEORY OF THE BOARD OF GOVERNORS 
AND THAT OF NINETEENTH-CENTURY 
ECONOMISTS 
The factual data used by the Board of 

Governors to support its conclusion that 

the quantity of money has little influence 

on the price level consists of a direct 
comparison for three dates (December 

31, 1926, December 31, 1929, and June 

30, 1938) of the Bureau of Labor Statis- 

tics index of wholesale prices with the 

total volume of money measured as the 
sum of demand deposits (adjusted for 
interbank accounts and items in process 
of collection) plus currency outside banks. 

Some of the “other things” which in- 

fluence prices are identified by the Board 

of Governors in the statement that 

“whether prices.and the volume of 

money do or do not move together de- 

pends on many other conditions, such 
as weather and the size of harvests, in- 
ventions, foreign trade, Government 
spending, taxes, wages, and the general 
attitude of business.”* In its official 
statements the Board of Governors has 
not attempted to measure either the 
separate or the composite influence of 
these forces upon prices. However, the 

Board has called attention to changes in 

the rate of use of money in its discussions 

of the relation of the volume of money 
to prices and to business activity.‘ 

4 Ibid. 

5 Ibid., September, 1937, p. 828; Annual Report 
of the Board of Governors of the Federal Reserve 

System (1940), p. 6. 
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The Board of Governors’ list of forces, 
other than the volume of money, which 
influence prices differs considerably from 
a list of such forces derived from tra- 
ditional monetary theory. Monetary 
theorists of the nineteenth century gen- 
erally stressed three factors other than 
the quantity of money: (1) the volume 
of production or trade; (2) customs of 
business enterprises and individuals re- 
garding the frequency of wage and salary 
payments and the settlement of ac- 
counts; and (3) habits of individuals and 
enterprises regarding the amount of 
money held as a store of value relative 
to the amount actually used in custom- 
ary expenditures and business transac- 
tions. 

But though the two lists of “other 
forces” appear to be quite different from 
each other, the essential difference be- 
tween them is one of emphasis rather than 
of character. The net or composite effect 
of the various factors in the list of the 
Board of Governors is reflected either in 
the volume of production or in the rate 
of use of money; and the habits and cus- 
toms regarding the frequency of pay- 
ments and holdings of cash balances 
stressed by nineteenth-century mone- 
tary theorists are reflected in the rate of 
use of money. The monetary theorists of 
the nineteenth century did not deny the 
possibility that many different forces 
may temporarily influence the rate of 
use of money; but, in emphasizing the 
influence of customs and habits, they 
made the tacit assumption that the rate 
of use of money fluctuates within a rel- 
atively narrow range around a long- 
term trend. Neither does the Board 
deny the influence of customs and habits, 
but it stresses the multiplicity of tempo- 
rary and more or less erratic factors, and 
therefore makes the assumption that 
the rate of use of money is irregular. 


The sharp contrast between the view 
of Joplin and other monetary theorists 
of the nineteenth century, on the one 
hand, and those of the Board of Gov- 
ernors, on the other, regarding the in- 
fluence of the quantity of money on the 
price level is thus in reality a difference 
of opinion regarding the degree of stabili- 
ty of the rate of use of money. This is a 
problem for statistical measurement. 


MEASUREMENT OF THE RATE OF USE 
OF MONEY 


The opinion of nineteenth-century 
economists regarding the stability of the 
rate of use of money was based on per- 
sonal observation and reasoning and, at 
that time, could neither be verified nor 
disproved by statistical evidence. The 
opinion of the Board of Governors of the 
Federal Reserve System regarding the 
instability of the rate of use of money 
is based on the ratio of debits to bank 
accounts to the average amount of de- 
posits in those accounts. 

The ratio of bank debits to bank de- 
posits is the most comprehensive meas- 
ure available of the rate of use of money. 
However, because of this comprehen- 
siveness, it is unreliable as a measure of 
the rate of use of money associated with 
the commodity price level or with the 
nation’s output of goods and services. 
Bank debits include many types of pay- 
ment, most of which may be placed in 
three groups: (1) payments associated 
with the production of goods and serv- 
ices and the flow of these goods and serv- 
ices into the hands of their final pur- 
chasers; (2) payments associated with 
property transfers; and (3) payments as- 
sociated with contracts of indebtedness. 
The volume of payments, or the propor- 
tion of bank debits, in each of these three 
groups is unknown. However, arough 
estimate of the payments in the first 
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group may be made by adding together 
the value of materials used in the course 
of production, wholesale trade, retail 
trade, wages and other income payments, 
and allowances for goods returned. This 
total is so far below the amount of bank 
debits, and fluctuates from year to year 
so differently from bank debits, as to 
make the conclusion inescapable that 
the annual variations in the ratio of 
debits to deposits reflect variations in 
the rate of use of money for payments as- 
sociated with property transfers and 
contracts of indebtedness far more than 
they reflect variations in the rate of use 
of money for payments associated with 
the production and marketing of goods 
and services. 

Some other technique must therefore 
be used for measuring variations in the 
rate of use of money associated with the 
production and marketing of goods and 
services. For the period between the 
world wars we may use for this purpose 
the relationship between payments of 
individuals and business enterprises for 
final products to the average cash bal- 
ances held by individuals and business.° 
For the wartime economy, and in fact 
for some aspects of the rate of use of 
money at other times, it is necessary to 
give separate attention to payments by 
individuals for consumers’ goods and 
services, payments by business enter- 
prises for capital goods, and payments 
by government associated with the serv- 
ices performed by the government for 
the nation, and to the cash balances used, 
respectively, for these three groups of 
payments. However, for the period be- 
tween the world wars our coverage of 
the economic system will be nearly com- 


6 This type of rate of use of money has been 
designated by Jacob Viner the “final purchases 
velocity of money” (Studies in the Theory of Inter- 
national Trade [New York, 1937], p. 367). 


plete if we take as a single sum the pay- 
ments of individuals and business for 
final products of the economy, including 
taxes among such payments. 

The relationship between payments 
for final products and the amount of 
cash balances, or money held by indi- 
viduals and business, may be expressed 
as the rate of use of money, by using the 
ratio of payments to the quantity of 
money, or as the rate of holdings of cash 
balances, by using the ratio of the quan- 
tity of money to payments. This ratio, in 
the form of the rate of use of money, is 
shown in Chart I and in Table 1, for each 
year of the period 1919-43. Since the 
figures of payments for final products 
and of the quantity of money, from 
which the ratio is computed, are not 
published in the form in which they 
are used here, they are also shown in the 
chart and the table, and some comments 
about their derivation may be in order. 

The numerator of the ratio, shown in 
the upper part of the chart, is the esti- 
mated total expenditures of individuals 
and business for consumers’ goods and 
services, construction and producers’ 
durable equipment, and taxes. For the 
years 1929-42, the estimates are those 
published by the National Income Unit 
of the Department of Commerce, with 
an adjustment for the difference between 
taxes paid and accrued, and for the 
earlier dates they are derived from 
sources described in the footnotes to 
Table 1. These expenditures account for 
most of the value of the gross national 
product as estimated by the National 
Income Unit. The omitted items are 
changes in business inventories, net ex- 
ports of goods and services, net exports 
and monetary use of gold and silver, 
and the difference between the amount 
of taxes collected and government ex- 
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penditures included in the national 
product. 

An approximate measure of the quan- 
tity of money outstanding in the nation 
each year is given by the Federal Reserve 
series of total deposits adjusted plus cur- 
rency outside banks. This series excludes 
all interbank deposits and is adjusted 
for cash items in process of collection. 
Time deposits are included. For the peri- 
od between the world wars this series is 
used in preference to the series for ad- 
justed demand deposits plus currency 
outside banks because of changes which 
occurred in the conditions attached to 
time and demand deposits, respectively. 
A substantial but unknown portion of 
demand deposits in recent years has 
served a monetary function—that of 
money in readiness for future or emer- 
gency use—which in the 1920’s was 
served to a much greater degree by time 
deposits. 

However, the Federal Reserve series 
for total deposits adjusted plus currency 
outside banks can be further adjusted to 
make it more suitable for use in study- 
ing the relation of the quantity of money 
to the price level. For the denominator 
of the ratio which is used here as a meas- 
urement of the rate of use of money, 
three adjustments have been made: (1) 
to exclude deposits of the United States 
government; (2) to obtain a better aver- 
age throughout the year than is given by 
the data for the dates included in the 
Federal Reserve series; and (3) to ex- 
clude, so far as possible, deposits of 
foreigners and currency held abroad. 
The methods of making these adjust- 
ments are described in the footnotes to 
Table 1, and the adjusted figures are 
shown in the middle of Chart I. For the 
latter part of the period it is possible also 
to exclude deposits of state and local gov- 
ernments. This adjustment is not possible 


for the earlier years of the period, and 
the data for the later years indicate that 
the correction would make no signifi- 
cant difference in the variability of the 
estimated rate of use of money. 

The three curves on Chart I—ex- 
penditures for final products, quantity 
of money, and rate of use of money—are 
drawn on the same semilogarithmic 
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scale, in order that percentage changes 
in the quantity and rate of use of money 
may readily be compared with each 
other throughout the period. Trend lines 
are drawn through 1923 and 1928. This 
period is chosen because of its high rate 
of economic activity, relatively steady 
growth in the quantity of money, and 
relatively stable price level. 


VARIABILITY IN THE RATE OF USE 
OF MONEY 


These data lead to several significant 
observations, for the period since the * 
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TABLE 1 
QUANTITY AND RATE OF USE OF MONEY, 1919-43 
PERCENTAGE DEVIATIONS 
Sesineee rroM TREND BASED on 
vor FiInat Quien ee Rate or | Quantity or 1923-28 
YEar Propucts Mesut Use or Money PER 
— or Money} CapITta Quantity of Rate of 
LLARS)* 
Money per Use of 
Capita§ Money || 
SR dencegal 74.7 35.65 2.10 $340 + 2 + 5 
Ree ee 81.9 39.24 2.09 368 +7 + 6 
Ee 68.7 37-38 S. 345 — 3 — § 
NG cies oan 69.6 38.30 1.82 349 — 5 — § 
SOO, « eee rnee 79.7 42.25 1.89 Sn Butnins nolawdndaaiiede® 4 
ET ee 81.2 44.09 1.84 389 — 1 — I 
Se a 86.8 47.14 1.84 410 7 @.  Riecachsdve | 
Sere 91.9 49.17 1.87 422 +1 + 3 
ORS Ld visu 91.5 §0.77 1.80 me 71s a 1a +1 | 
ly ad apne rel 93-3 53.07 1.76 Ee Pe oe ee 
97-4 1.84 PY 
ast sem as { 07-4} 52.98 {=-84} 436 5 + 6 
Shade 86.1 51.60 1.67 419 —1II —2 
_Setgpeee 71.0 50.61 1.40 408 —16 —17 r 
1932. 55-4 44.38 1.25 355 —29 —25 d 
a eon 54.4 41.22 1.32 328 — 37 — 20 d 
SS 0 iw care 62.0 43.96 1.41 348 —35 —13 
RE ews. ve 68.9 48.18 1.43 379 —3I —10 t! 
ET Satna who 79.5 52.63 1.51 411 — 28 — 4 
BR ia ern ehacor 86.3 55.30 1.56 429 se. ee eee d 
re 79.8 55.21 1.45 * 425 — 30 — § tl 
SE Oe 86.0 58.66 1.47 448 — 28 — 3 0! 
Sees 8a tt 93.4 63.90 1.46 484 —25 — 2 
ES bi citar ade #4 109.2 71.87 1.52 540 —19 + 4 Pe 
Dia lis seni 119.0 81.14 1.47 603 —12 +1 Ce 
| ag RS 143.0 100.82 1.42 741 + 4 — 1! 
of 
* Expenditures for consumers’ goods and services, nongovernmental! expenditures for construction and producers’ be 
durable j Eryn and taxes. Estimates 4 3929-42 by National Income Unit, De tment of Commerce, in 
oueey ae urrent Business, May, 1942, and March, 1943; estimates for 1919-29 from Barger’s figures a 1921- 4 
, exch imputed rental ee. 3 nongovernmental! ex: tures for construction and durable an 
aieitan jecers’ equipment (Harold , Outlay and Income in the United States, 1921-38 [New York, 1942], pp. so-st} 
supplemented by similar estimates for 1919 and 1920, federal government revenues from month in annual 
reports of the the Treasury, and Nationa! Industrial Conference Board estimates of state a local 
government revenues; estimates for 1943 by the author from data available at end of year. ha 
tA middle-, and end-of- ts ted and circu 
— = pant ed UiSted Stites of report depen (Federal B ate ne olen ), usted (a) hy ratio st average fre 
ts of re tion to a’ ior beginning, 
rior verage deposits, other etek ltd te totoent end ter hones me 


mile, aden end A my and oC) cent to excl : ~— wpa “ 
n ted States currency he’ its are part on figures pu 

adjusted for deposits in Federal aivoad Foreigner posits of itso foreign banks banks in insured — and partly on in- Jec 
formation from other sources; changes in United States abroad are chiefly from estimates used by ‘ 
the Department of Commerce in the balance of hesnntionsl pane payments. 


} Ratio of expenditures of individuals and et for final products to quantity of money held by them (in- ing 
cluding money held by state and local governments val 
§ Average annua! rate of increase in quantity of money per capita during 1923-28 was 3.2 per cent. th 
inl wage Fy oy rate of increase during 1923-28 in the quantity of money relative to expenditures for final 7 
ucts, which is the reciprocal of the rate of use of money, was 1.4 per cent. wit 
1 In columns where two figures are given, the first is comparable with data for preceding years, and the second a 
with data for succeeding years ; 
** Revised figures based on data available in June, 1944. qué 

















end of World War I, regarding the rate 
of use of money and relationships be- 
tween the rate of use of money and the 
quantity of money. 

First, a moderate downward trend in 
the rate of use of money is shown through- 
out the period, indicating a tendency, as 
time goes by, for the people of the na- 
tion to hold larger cash balances relative 
to their expenditures for final products. 

Second, the trend line drawn through 
1923 and 1928, amounting to 1.4 per 
cent per year increase in the ratio of 
cash holdings to expenditures for final 
products, is a good fit for the trend for 
the entire period. 

Third, deviations from this trend, 
from 1919 to 1930, inclusive, and from 
1936 to 1943, inclusive, were within a 
range of 6 per cent; and the maximum 
deviation from trend during the great 
depression was 25 per cent in 1932. 

Fourth, the deviation from trend in 
the rate of use of money during the great 
depression was considerably less than 
the deviation from trend in the quantity 
of money, which was 38 per cent, or 37 
per cent if the figures are placed on a per 
capita basis. 

Fifth, the depression drop in the rate 
of use of money lagged at least a year 
behind that in the quantity of money, 
and the rise was more prompt. 

Sixth, by 1937 the rate of use of money 
had returned to the trend projected 
from the 1920’s, while the quantity of 
money did not return to its trend pro- 
jected from the 1920’s until 1943. 

These observations lead to the follow- 
ing general conclusion regarding the 
variability of the rate of use of money— 
that the rate of use of money fluctuates 
within a moderately narrow band around 
a downward trend, except when the 
quantity of money deviates sharply 
from its normal rate of growth. 
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MAJOR FORCES DETERMINING THE 
PRICE LEVEL 

The comparative stability of prices 
and the high rate of economic activity 
during the period 1923-28 suggest that 
the growth in the quantity of money dur- 
ing that period, which was at the rate of 
4% per cent per year, was reasonably 
well adjusted to changes in the need for 
money. During this period, population 
increased at an average annual rate of 
nearly 1.5 per cent, and the volume of 
production per capita increased at an 
average annual rate of more than r per 
cent. 

These rates of growth, together with 
the foregoing data regarding the rate of 
use of money, suggest the following 
hypothesis regarding the price level— 
namely, that changes in the genera! level 
of prices of final products of the economy 
depend upon the supply or quantity 
of money relative to the need for 
money, with the need for money in- 
fluenced primarily by the growth in pop- 
ulation, the growth in production per 
capita, and the customs of the popula- 
tion (expressed in a trend) regarding 
their holdings of cash balances. For 
statistical application to past data, we 
may use the rate of growth of total 
production rather than the growth in 
population and in production per capita, 
though we may want to treat them sepa- 
rately in projections into the future. 

One further element needs considera- 
tion before proceeding to a direct statis- 
tical analysis of this hypothesis. What is 
the relation of the price level to the vol- 
ume of production, when production is 
drastically curtailed, as in the early 
1930’s? Is the price level affected by 
such curtailment? Or, to reverse the 
question, what is the effect of unused 
capacity on prices? If, to use an extreme 
theoretical example, the productive 











156 


capacity of the nation is fully used in one 
year, but in the next year output is re- 
duced by one-half with no change in the 
quantity of money, would prices be ex- 
pected to rise as sharply as in the case of 
a doubling of the quantity of money 
with the same volume of output? Our 
tentative answer to this question is in 
the negative, that is, that productive 
capacity, used or unused, has more rela- 
tion to the price level than the actual 
rate of production. However, it would 
hardly be realistic to use productive 
capacity in the sense in which it has 
been used in some modern investigations, 
as the output which could be achieved by 
application throughout industry of the 
best techniques which are known. What 
we need is a measure of demonstrated 
capacity. Moreover, the demonstrated 
capacity in which we are interested is 
the capacity to deliver final products of 
the economy into the hands of users. 
We are interested in the price level of 
products reaching their final purchasers. 


INDEXES OF DEMONSTRATED CAPACITY 
AND OF THE PRICES OF FINAL 
PRODUCTS 


For investigation of the foregoing 
hypothesis regarding the major forces 
underlying the price level we need two 
more statistical measures which are not 
available in regularly published statisti- 
cal information—namely, an index of 
the demonstrated capacity of the eco- 
nomic system to deliver goods and serv- 
ices to their final purchasers and an in- 
dex of the prices of such goods and serv- 
ices. These indexes, for the period 1919- 
43, are shown in Table 2. 

The index of demonstrated capacity is 
based on an index of the physical volume 
of production derived from indexes of 
industrial production, agricultural pro- 
duction, and construction. The index of 
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the physical volume of production is 
transformed into an index of products 
delivered to final purchasers in the United 
States by means of the ratio of national 
expenditures for consumers’ goods and 
services, construction and producers’ 
durable equipment, and government to 
the total of these expenditures plus 
changes in inventories and net exports of 
merchandise and services. This index of 
delivered products becomes an index of 
demonstrated capacity by simply re- 
peating each high value until it has been 
surpassed. 

The index of prices of final products is 
a composite of an index of prices of all 
consumers’ goods and services, an index 
of construction cost, and an index of 
prices of durable producers’ goods. 


RELATION OF THE QUANTITY OF MONEY 
TO THE NEED FOR MONEY AND TO 
THE PRICE LEVEL 


These indexes complete the measures 
necessary for examination of our hypoth- 
esis regarding the price level, namely, 
that changes in the price level of final 
products are primarily a function of the 
ratio of the actual quantity of money to 
the need for money, with the need for 
money dependent upon (a) the demon- 
strated capacity of the economic system 
to deliver goods and services to final 
purchasers and (6) the trend in holdings 
of cash balances by the population rela- 
tive to their expenditures for final prod- 
ucts. However, it is necessary to combine 
these elements in the need for money into 
a measure of the need for money. This is 
done by applying to the index of dem- 
onstrated capacity the upward trend 
of 1.4 per cent per year in the rate of 
holdings of cash balances by individuals 
and enterprises relative to their ex- 
penditures for final products. The index 
of the need for money, on the 1923-28 
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TABLE 2 
RELATION OF QUANTITY OF MONEY TO PRICES, 1919-43 
InpEXES (1923-28 = 100) PERCENTAGE 
DEVIATION 
or Prices 
Ratio of From RATIO 
YEAR eatin, Actual to Sian‘ ok or ACTUAL 
Need for Quantity of Needed : To NEEDED 
mem Moneyt Moneyt Quantity Pinel QUANTITY OF 
Capacity of Products || ame 
Money§ 
rete 71.4 66.1 74.7 113 ee Ciccavakshel 
eae 71.7 67.3 82.2 122 128 + 5 
SN weckanstta 71.7 68.2 78.3 115 108 — 6 
ES ee 81.8 78.9 80.2 102 98 —~¢ 
Se. sweet wana 90.6 88.7 88.5 100 101 + 2 
ey es 91.8 QI.1 92.3 101 100 - sf 
re 96.9 97-5 98.7 101 he err 
cd whine akin 102.4 104.5 103.0 99 IOI + 2 
ies ks sncan 102.4 105.9 106.3 100 99 - §% 
Ss +4 xen Keke 107.1 112.4 III.2 99 98 — 2 
Se eee III.o 118.1 III.o 93 99 +7 
SE a chwuene te III.o 119.7 108.1 go 04 +4 
ECE ee III.o 121.4 106.0 87 85 + 2 
Es dntatne Ve III.o 123.1 93.0 76 FS he adisewcceccs 
SS are III.o 124.8 86.3 69 73 + 6 
ee ee III.o 126.6 92.1 73 78 + 7 
Ly Aap aula III.o 128.4 100.9 79 a A eS 
| a a III.0 130.1 110.2 85 81 — § 
WOODS son dcdtwek 113.0 134.3 115.8 86 St Beer 
Ey ie neice Seen 113.0 136.2 115.6 85 ae Pee 
WE. is inac see 113.0 138.1 122.9 89 84 =- 6 
NS othe, ties at 121.1 150.1 133-9 89 85 = § 
Pe «5500 08 8s 150.6 189.3 150.5 80 go +13 
ee | Oe 187.8 230.3 169.9 71 104 +46 
Sere 209.0 270.0 212.1 79 110 _ +39 























* This is an index of the Somvacteeted capacity of the economic system to supply final products (consumers’ 
goods and services, and durable ca — ) to individuals and enterprises in the United States. It is derived from 
an index of the physical volume tion adjusted for the proportion of the national output consisting of in- 
ventories and net ex ports. 

The index of the ph cal volume of production is a composite of the Federal Reserve index of industrial pro- 
duction, the Bureau of Itural Economics index of the volume of agricultural production, and an index of the the 
volume of construction (derived from the Department of Commerce estimates of the value of new construction and 
the American Appraisal Company index of construction cost), each shifted to the 1923-28 base J re- 
spectively, 27, 9, and 4. The weights are based on the comparative value of mineral and value 
ufacturing, value of farm products, and value added by construction, chiefly for the period 1920-30. 

This index of production is adjusted by the ratio +A national expenditures for ee 
construction, producers’ durable equipment, and government services to the total of these ex) tures plus 
in inventories and net exports of f merchandise and services. The adjusted index of production is used as an 
of demonstrated capacity by repeating each peak value until it is surpassed. 


t Derived from the index of demonstrated capacity and the Snel 5.0 pes cont per puss cach Caleneee Sa 
by individuals and business enterprises relative to their expenditures for final products. 


t See Table r. 
§ Calculated from the two preceding columns. 


|| Composite of (¢) Lough’s index of the price-level of consumers’ purchases (William H. h, High-Level 
Cncumnpticn te es, Yon, Ay . 71) for 191 ss — with a similar index for t 1920-41, and the it of 
Commerce index for 1942 the American Appraisal Company index of 
costs; and (c) Fabrsens Sedan el arial meaeeees ») oe goods, weighted, re respectively. 8, 1, and 1. The index of 
Fahl etal pr purchases for 192941 tS dutved bem he ureau of Labor Sta‘ cost-of-living 
airchild’s retail price oe and the Bureau of Labor Statistics wholesale of A... 4 and allied products 
& ong cars, p products, and automobile tires and tubes ted 5, 3, and 2), weighted, respectively, 
5 2, I. 


{ Revised figures based on data available in June, 1944. 
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base, is shown in Table 2. This index is 
calculated through 1943, but it is not an 
index of the need for money under war 
conditions; it indicates the need for 
money to maintain the 1923-28 price 
level with a volume of production of con- 
sumers’ goods and services and business 
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* This is an estimate of the he quensity os of money needed for 
maintenance of the Led price level with each year’s volume 
of production and the pre-war proportion of such pro- 
duction devoted to war. It is not an estimate of the quantity 
of money needed for full production a norma! rate of 
= ri — Far, ta quantity of 

under war conditions. For the war years it is an 
pm om Aa of the quantity of money needed to support the 192 
28 price level and a volume of civilian production equal to the 
combined civilian and war production. 


capital equipment equal to the total 
wartime production. 

In the upper chart of Chart II the 
need for money is compared with the 
actual average annual quantity of money, 
both expressed as relatives of the average 
quantity in 1923-28 for the period 1919- 
43. In the lower part of the chart, the 
ratio of the actual quantity of money to 
the need for money, on the 1923-28 base, 
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is compared with the index of prices of 
final products on the same base. Four 
observations are made here regarding 
the results of this analysis. 

First, the pronounced deviations in 
the rate of use of money during the great 
depression are not reflected in changes in 
the price level. They appear, on the con- 
trary, to be associated with the reduction 
in the volume of production below dem- 
onstrated capacity. 

Second, the difference between the 
index of prices of final products and the 
ratio of actual to estimated quantity of 
money is, for almost all of the years, 
within the margin of error of the original 
data. Substantial margins of error exist 
in the measures of the quantity of money, 
the index of production, the proportion 
of the output of the economy which 
reaches final purchasers, and the index 
of prices. The combined margin of error 
must amount to several per cent. The 
largest difference ‘between the index of 
prices of final products and the ratio of 
the actual to the estimated needed 
quantity of money, in the years prior to 
1941, is 7 per cent. In half of the years 
between the world wars, the difference is 
less than 2 per cent, and in three-fourths 
of the years it is less than 5 per cent. 

Third, in no instance is the index of 
prices either above or below the ratio of 
actual to estimated need for money for 
more than two years, a fact which 
strengthens the belief that the difference 
is within the margin of error of the data. 

Fourth, part of the difference between 
the index of prices and the ratio of the 
actual to needed amount of money is, 
nevertheless, undoubtedly associated 
with special economic developments and 
should not be attributed to errors in the 
data. In 1920, for example, business in- 
ventories increased enormously, due 
presumably to a policy on the part of 
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business concerns of competing with 
their customers by pricing goods and 
services too high for them to be sold in 
view of the quantity of money and its 
customary rate of use. In the following 
year the excessive inventories were dis- 
posed of by pricing goods and services 
below the level indicated by the quantity 
of money and its customary rate of use. 
This same association with inventory 
increases and decreases can be observed 
in several other years, but not so mark- 
edly. In 1929 a somewhat different spe- 
cal situation occurred. In that year the 
quantity of money fell 5 per cent below 
the trend extended from the preceding 
five years, but individuals maintained 
their usual expenditures for final prod- 
ucts even though their cash balances 
were shrinking. This shows up in the 
statistics used here as a high rate of use 
of money relative to the trend, and 
prices of final products rose slightly. The 
relatively wide differences between the 
two curves in 1939 and 1940 are also in 
part due to special circumstances, but in 
this case of such a sort that they show up 
as errors in the data. In these years the 
greater part of the increase in the quan- 
tity of money resulted from extraordi- 
narily large imports of gold, representing 
funds sent to this country because of the 
war in Europe. The changes in inter- 
national payments associated with these 
gold imports are not fully accounted for 
in the figures regarding international 
trade and capital movements, and the 
unexplained item in the balance of in- 
ternational payments is considerably 
larger for these years than for any other 
year since 1920, This large unexplained 
item probably consists principally of 
bank deposits of foreigners or foreign 
enterprises made here by relatives and 

or associated business concerns, 
thus escaping tabulation as foreigners’ 
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deposits, and of money sent here by 
refugees in advance of their own arrival. 
For these reasons the adjustment for 
foreigners’ deposits in 1939 and 1940 is 
too small, and the ratio of actual to 
needed quantity of money is too high. 
The differences in 1941, 1942, and 1943 
between the index of prices of final prod- 
ucts and the ratio between the actual 
and needed quantity of money are due to 
wartime influences. The defense and 
war program in these years, together 
with the nature of its financing, result in 
the output of goods for war appearing in 
the index of production and hence in the 
calculated need for money; but a large 
part of the defense and war expenditures 
has not been covered by taxes and does 
not therefore actually appear in the 
need of individuals and business for 
money to meet their expenditures for 
final products. 

In summary, analysis of statistical 
data regarding prices and the quantity 
of money during the last twenty-four 
years leads directly to the following con- 
clusions: 

1. Excluding periods of war, variation 
in the quantity of money, relative to the 
demonstrated capacity of the nation to 
provide goods and services and the es- 
tablished monetary habits of the popu- 
lation, is the overwhelmingly dominant 
factor responsible for changes in the 
level of prices of goods and services. This 
conclusion is essentially the same as that 
of Joplin and other economists of the 
nineteenth century. 

2. The method of analysis used here 
does not reveal the relations between the 
quantity of money and the level of prices 
in wartime, because governmental pur- 
chases of goods and services and govern- 
mental methods of finance are not given 
adequate treatment. However, the data 
for the war period do provide a clue to 
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the quantity of money which will be 
needed in the postwar period when the 
productive capacity which has been 
demonstrated in war becomes available 
for normal economic purposes. 


THEORETICAL BACKGROUND 


The theoretical framework underly- 
ing the foregoing statistical analysis is 
an adaptation of the theory of the value 
of money which has long been embodied 
in various forms of the equation of ex- 
change. It is desirable here to describe 
briefly some aspects of this framework. 

1. For the period 1919-43 monetary 
developments in the United States may 
be treated as essentially those of a “closed 
economy,” on the grounds (a) that dur- 
ing most of this period the currency sys- 
tems of the leading nations were not 
linked together, through gold purchase 
and redemption at fixed prices or through 
other devices, with sufficient solidity to 
warrant the assumption that changes in 
the price level and quantity of money in 
the United States were dominated by 
international developments; (0) that 
central bank powers and their use‘in the 
United States made the amount of bank 
reserves and the quantity of money in 
this country partially, in fact substanti- 
ally, independent of gold movements; 
(c) that the quantity of money in the 
United States is so large a part of that 
of the world that fluctuations in the 
former probably had as much effect on 
the latter as fluctuations in the latter 
had upon the former; and (d) that the 
barriers to international mobility of peo- 
ple, capital, and output were so great 
that significant variations between price 
levels of the various countries of the 
world were possible, even though those 
price levels were associated with each 
other through the prices of goods which 


did move with relative freedom in in- 
ternational trade. 

2. Treatment of the quantity of mon- 
ey as an independent variable, and the 
price level as a dependent variable, is 
based on the character of the relation- 
ships of banks and their customers, re- 
spectively, to the money supply. The 
quantity of money, or cash balances, in 
the economy is the volume of obligations 
of the banking system, excluding capital 
funds and miscellaneous liabilities, with 
the banking system defined to include 
Federal Reserve banks, commercial 
banks, mutual savings banks, the postal 
savings system, and Treasury currency 
issue.? Annual variations in the capital 
funds and miscellaneous liabilities of the 
banking system are of minor importance, 
and changes in the volume of obligations 
of the banking system therefore cor- 
respond to changes in the volume or value 
of assets held by the banking system. 

The assets of the banking system con- 
sist primarily of gold and silver, promis- 
sory notes of individuals and enterprises 
(including governmental bodies) given 
directly to the banks, and bonds or other 
negotiable obligations of enterprises and 
governments obtained by the banks from 
persons other than the obligors. Changes 
in the volume of assets held by the bank- 
ing system, and therefore changes in the 
quantity of money in the economy, are 
the result of transactions between banks, 
on the one hand, and the individuals and 
enterprises of the economy, on the other. 
The question of whether a change in the 
quantity of money is to be considered, 
de facto, as a relatively independent or 
relatively dependent variable in the 

7 Inclusion of mutual savings banks and the pos 
tal savings system is necessary for consistency of 
statistical data rather than for a priori reasons, 
though their inclusion is justified on theoretical 
grounds when due attention is given to the store 
of-value function of money. 
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drcuit flow of payments through the 
economy from individuals to enterprises 
and back again is dependent on the ques- 
tion of whether the net change in the 
assets held by the banking system is sub- 
ject dominantly to the decisions of the 
banking system or dominantly to the 
decisions of individuals and enterprises. 

In actual practice the decisions of the 
banking system which include not only 
the decisions of bankers regarding their 
loans and investments but also monetary 
actions of the federal government, such 
as the prices established on monetary 
metals and on its own interest-bearing 
obligations, and central bank actions 
and policies, are far more potent than the 
decisions of individuals and enterprises. 


3. With the foregoing assumption re- 
garding the relative independence of the 
quantity of money, the reasoning which 
links the price level with the quantity of 
money is the simple assumption that 
business enterprises desire and attempt 
to make as large profits as possible. The 
profit motive presumably induces sellers 
of goods to get, in general, as high prices 
as they can in view of the quantity of 
money in the economy and the habits of 
use of money by holders thereof. If the 
quantity of money is increased more 
rapidly than the volume of production 
and if under normal circumstances a 
moderate degree of stability exists in the 
monetary habits of individuals and 
business, then it follows that enterprises 
seeking to sell goods have an opportunity 
to get higher prices and presumably will 
do so; and, on the contrary, if the quan- 
tity of money is reduced, it is not possible 
to continue to receive, for the previous 
volume of production, the prices which 
have previously been obtained. (For 
conditions under which these assump- 
“~ need modification see Item 7 be- 
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4. The ratio of expenditures for final 
products to the quantity of money is 
selected as a measure of the velocity of 
circulation because it is the simplest an- 
nual series available for indicating the 
change from time to time in the rate of 
use of money associated with the produc- 
tion of goods and services and their 
transfer to final purchasers.* This ratio 
also has the advantage of keeping at- 
tention focused on the final products of 
each year’s operation of the economy 
and of conforming to the theoretical 
framework of the familiar equation of 
exchange when that equation is applied 
to the value of those final products.’ 

5. The concept of rate of use of money 
used in my analysis is a circular velocity 
similar in character to “income velocity” 
as used by some economists but is more 


* Four other ratios may be mentioned which in 
theory would also serve this purpose; (1) ratio to 
cash balances of al! payments and payment equiva- 
lents representing the distribution of the value of 
the national product, including (a) wages, salaries, 
dividends, and other payments constituting per- 
sonal income to the recipients, (6) taxes paid by 
enterprises to government since they are essen- 
tially a form of collective income, that is, a part of 
the value of the product which is paid to government 
as an agent for the population, and (c) allocations 
by business enterprises to depreciation and deple- 
tion funds, retirement funds and other reserves, and 
additions to capital or net worth; (2) ratio to cash 
balances of the sum of payments for final products 
and of payments representing the distribution of 
the value of the national product including taxes 
paid by business enterprises only once, and with 
or without business allocations to reserves and 
capital; (3) ratio to cash balances of the foregoing 
payments plus payments for intermediate products; 
and (4) ratio to cash balances of the foregoing pay- 
ments plus payments made in incurring or retiring 
indebtedness directly associated with the produc- 
tion and sale of goods and services but excluding 
payments made in incurring or retiring indebted- 
ness associated with property transfers. Data are 
not available for calculation of the more compre- 
hensive of these ratios. 


* For this application see the author’s ““Mone- 
tary Theory, Full Production and the Great De- 
pression,” Econometrica, XIII, No. 2 (April, 1945), 
114-28. 
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comprehensive. The concept with which 
I am dealing is that of the rate of flow of 
money through the economy from in- 
dividuals to business in payment for the 
final products of the economy, including 
replacement and expansion of durable 
capital goods, and from business back to 
individuals in the form of wages, dis- 
tribution of profits, and other payments. 

6. The basic justification for my as- 
sumption that there is a secular down- 
ward trend in the rate of use of money, 
like that for treating the quantity of 
money as the independent or control- 
lable variable in the circuit flow of pay- 
ments, rests on reasoning and data other 
than the ratios I have computed for the 
period 1919-43. Surveys of family ex- 
penditures show that the volume of sav- 
ings (defined to exclude acquisition of 
stocks of consumers’ goods, whether 
durable or nondurable, other than hous- 
es) rises with an increase in income more 
rapidly than consumption expenditures 
or than any major group of consumption 
expenditures; and the rise in ratio of 
savings to consumption expenditures, 
with increasing income, is necessarily 
more rapid than that in the ratio of sav- 
ings to income. In the aggregate, sav- 
ings of individuals must be in one of two 
forms: (a) investments in or loans to 
business or government, with home- 
ownership treated as a business enter- 
prise; and (6) cash balances. Since cash 
balances are presumably the least risky 
form in which savings can be held, and 
the most readily utilized for emergencies 
or special purposes, it is to be expected 
that the amount of such balances held 
primarily as reserves or a store of value 
will increase, as time goes by, more rapid- 
ly than national income or expenditures 
for final products. 

The downward slope in the ratio I 


have used as an indicator of change in 
the rate of use of money is in accord with 
this expectation. The degree of slope in 
this trend is doubtless subject to some 
variation, and available data for earlier 
periods suggest that the slope since 1919 
is steeper than the average for the pre- 
ceding century. The slope since 1919 
must, of course, be applied to the future 
with caution, but we may assume that it 
is not likely to change abruptly, though 
deviations from the trend may occur in 
any year. 

7. My departure from traditional 
price theory, in using the concept of 
demonstrated capacity instead of the 
volume of transactions, arose from a 
comparison of the percentage change 
from one year to the next in the quantity 
of money and in the volume of produc- 
tion, in the light of the assumption (Item 
3 above) that profit-seeking business- 
men push their prices as high as is per- 
mitted by the quantity of money rela- 
tive to the volume of production and the 
monetary habits of the population. This 
comparison revealed numerous cases, in 
periods in which production was falling, 
when the contraction in production was 
relatively more severe than that in the 
quantity of money, suggesting that 
profit-seeking businessmen should have 
been able to raise prices as a concomitant 
of the reduction in production. A theo- 
retical explanation of their failure to ac- 
complish this result must, of course, be 
given in terms of the conditions under 
which price contracts are made, that is, 
the conditions surrounding the sale of 
goods and services. On the supply side 
the explanation lies in the competitive 
situation produced by a substantial 
amount of unused productive capacity, 
two aspects of which may be noted: (4) 
the difficulty encountered by business 
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enterprises, in industries in which pro- 
duction is curtailed, of raising prices 
without losing business to competitors; 
and (b) the difficulty of keeping prices 
from falling, in industries in which pro- 
duction is not substantially curtailed, 
because of the reduced income of their 
customers arising from curtailed produc- 
tion in other industries. On the demand 
side the explanation lies in the unwilling- 
ness of purchasers to spend their avail- 
able funds in accordance with pre-estab- 
lished habits, an unwillingness which is 
reflected statistically in the reduced rate 
of use of money, and which is explained 
theoretically as an effort to conserve 
cash balances when they are being lost, 
and the dollar volume of income flow is 
being reduced, as a concomitant of mone- 
tary contraction. Observation of the facts 
and this line of reasoning regarding the 
operation of the price-setting mechanism 
suggested the hypothesis that, under 
conditions of monetary contraction, the 
level of prices tends to drop to that 
which would be expected to result from 
monetary contraction and continued use 
of the nation’s existing productive ca- 
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pacity, without allowance for normal 
growth in productive capacity. 

8. Use of the concept of demonstrated 
capacity, together with the measurement 
of a trend in the velocity of circulation, 
makes possible an integration of short- 
run disequilibrium analysis with tradi- 
tional theory regarding the forces domi- 
nating the price level. It is in the short 
run that most reason exists for as- 
suming that the quantity of money may 
be a dependent, rather than an inde- 
pendent, variable. When the trend in the 
use of money, as well as those in popula- 
tion and in productive capacity, is taken 
into account, it becomes possible to use 
observed time sequences of the pairing 
of movements among the elements in the 
equation of exchange as an aid in the 
formulation of hypotheses of causality, 
without in any way challenging the oft- 
repeated statement that statistical ap- 
plications of the equation of exchange 
cannot, because of the necessary mathe- 
matical concomitance of movement 
among the variables, be used as proofs of 
causality. 

McLEav, VA. 
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II the countries of the Middle 

East have experienced a sharp rise 
in prices and an expansion of note cir- 
culation and bank deposits.? In most 
countries inflation has been brought 
about by governmental deficits financed 
by borrowing directly or indirectly from 
central banks and has been accompanied 
by a depletion of foreign-exchange re- 
sources. In the Middle East, on the other 
hand, governmental budgets, with the 
exception of Iran, have, for the most 
part, been balanced, and increases in 
note circulation have been wholly backed 
by foreign exchange. As in other coun- 
tries, the rise in prices in the Middle 
East has been brought about by a sharp 
increase in purchasing power, unac- 
companied by a corresponding increase 
in goods available for consumption. 

The chief factor in the expansion of 
purchasing power in Middle Eastern 
countries has been the military expendi- 
tures of the Allied governments, the 
United Kingdom and the United States, 
and, in the Levant states, the French. 
These expenditures have taken the form 
of outlays for labor and materials, mili- 
tary installations, troop billets and office 
facilities, transport facilities, local food 
supplies for the troops, and the miscel- 
laneous expenditures of the troops them- 


S™ the beginning of World War 


* Although the author is employed as a principal 
economist by an agency of the United States gov- 
ernment, the views expressed in this paper are his 
own and do not necessarily reflect those of the 
agency in which he is employed. 

* For the purposes of this paper the countries of 
the Middle East will include Egypt, Palestine, Iran, 
Iraq, and the Levant states. 


selves. These expenditures have been 
financed by the Allies without any strain 
being placed on the budgets of the coun- 
tries in which the expenditures are made 
and without, for the most part, tapping 
the savings of the communities in which 
the expenditures are made. 

Local currency for Allied military ex- 
penditures in the Middle East is obtained 
in three general ways. First, and most 
important, is by the sale of sterling or 
dollars to the banks or to the currency 
boards for local currencies. Egypt, Iraq, 
and Palestine are in the sterling area, 
and two-way convertibility between 
sterling and the local currencies of these 
countries is maintained at all times. The 
local currencies themselves are backed 
nearly 100 per cent by sterling assets. 
Although Syria and the Lebanon are not 
officially a part of the sterling area, Syri- 
an and Lebanese pounds may be pur- 
chased freely with sterling and are freely 
convertible into sterling under the terms 
of the Anglo-French monetary agree- 
ment, to which the Syrian and Lebanese 
governments are parties.‘ 

Iran is not in the sterling area. It has 
an agreement with the United Kingdom, 
however, whereby the Iranian rial may 
be purchased with sterling, but a portion 
of the surplus sterling balances in the 


3 The British have made an effort to sell British 
war savings bonds in Egypt and Palestine, but 
purchasers are confined largely to British nationals 
in these areas. 


‘Syria and the Lebanon are actually in the 
French bloc, and the French Provisional Govern- 
ment exercises control jointly with the loca! Syrian 
and Lebanese governments over the common cur- 
rency of these two republics. 
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hands of the Iranian government must 
be periodically converted into gold. Iran 
has a similar agreement with Russia for 
the purchase of rials with rubles. All of 
the Middle Eastern countries freely ac- 
cept dollars in exchange for their local 
currency. 

The second source of local currencies 
for military expendit=res is the proceeds 
from the sale of goods in the Middle 
Eastern countries by the Foreign Eco- 
nomic Administration, in the case of the 
United States, and the United Kingdom 
Commercial Corporation, in the case of 
Great Britain. Commodities sold. by the 
Allied governments are limited to those 
necessary for the welfare of the country. 
It is important from a military stand- 
point that this strategic area be free from 
disturbances or discontent that would 
interfere with military operations and 
the supplying of troops in the area. 
Commodities sold in this way consist of 
basic foodstuffs, such as cereals and sugar, 
textiles, agricultural machinery, and 
transport equipment, including tires and 
tubes. Although during the early part of 
the war the procurement, importation, 
and distribution of these essentia: items 
could best be accomplished through 
governmental agencies such as Lend- 
Lease and the U.K.C.C., an effort is be- 
ing made at the present time to return 
the importation of most commodities to 
normal commercial channels. 

A third source of local currencies for 
use by the Allied governments is the 
proceeds of gold sales in the form of gold 
sovereigns and small gold bars. The 
holding of gold as an investment and 
store of value is very popular in the Mid- 
dle East. Gold is also widely used in the 
form of ornaments, and the natives tend 


‘See Philip Young, “FEA Functions in the Ex- 
port Field,” Foreign Commerce Weekly, April 15, 
1944, p. 8. 
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to keep a considerable part of their liquid 
wealth in gold and silver ornaments on 
the persons of their wives. To the extent 
that gold can be sold to individuals who 
would otherwise use the local currency 
for consumption or speculative purposes, 
the inflationary effects of the military 
expenditures made with the proceeds of 
gold sales will be neutralized. Financing 
by means of gold sales is also beneficial 
to the Allies, since the price of gold in the 
Middle East is about double the official 
prices of gold in the United States and 
England.° 


FOREIGN-EXCHANGE POSITION 


As in the case of other sterling-area 
countries, the countries of the Middle 
East have built up large sterling bal- 
ances as a result of the excess of Allied 
expenditures in the area over imports 
from abroad. The exact amount of 
these abnormal war balances has never 
been revealed, although estimates have 
been made from. time to time.’ An in- 
complete picture of these abnormal war 
balances may be derived from an analy- 
sis of the published figures of currency 
notes in circulation in Egypt, Palestine, 
and Iraq (Table 1). 

The Egyptian and Palestinian pounds 
and Iraqi dinars are backed nearly 100 
per cent by sterling obligations, and the 
increase in note circulation in these 
countries of approximately 136 million 
pounds between August, 1939, and 
February, 1944, has been accompanied 
by a corresponding increase in sterling 
assets held by these countries. 

‘For a discussion of gold sales in the Middle 
East see the following articles in the Economist 
(London): “Palestine’s Inflation Problems,” De- 
cember 25, 1943, pp. 848-50; “Gold in Egypt,” 
November 27, 1943, p. 720; “The Gold Cure,” 
January 15, 1944, P- 79. 

?See “The¥Growth of Sterling Balances,” Ne- 
tional City Bank Bulletin, June, 1944, p. 7°. 
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But this is only a part of the picture; 
there have been large increases in the 
sterling holdings of banks in the Middle 
East as well as in the holdings of corpora- 
tions and individuals. The National 
Bank of Egypt, for instance, increased 
its investments from £E1o million in 
December, 1939, to £E 114 million at 
the end of 1943, a large part of which is 
said to be represented by sterling in- 
vestments. The increase in sterling 
assets held in Palestine, other than those 
represented by the increase in currency 
circulation, was estimated to be in the 


TABLE 1* 


NOTES IN CIRCULATION 
(In Millions of Pounds) 








Palestine Iraq 


£P 34.8 | ID 36.4 
£P 9.3 | ID 4.7 


Date Egypt 





February, 1944.| £E 102.7 
August, 1939...) £E 23.5 








Difference....| £E 79.2 








£P 25.5 | ID 31.7 





__* The Palestinian pound and the Iraqi dinar are now at par 
with sterling; 97} Egyptian piasters equal 1 pound sterling 
(100 piasters equal 1 pound ptian). 


neighborhood of £P 50 million as of 
August, 1943.° 

Because of the inadequacy of the data, 
no attempt will be made to estimate the 
total increase in the holdings of sterling 
assets in Middle Eastern countries except 
to say that the amount is not less than 
200 million pounds and is probably con- 
siderably larger. Moreover, even if we 
knew the exact figure, it would be diffi- 


* Recent press statements give Egypt’s sterling 
assets as £250 million. According to an article in the 
Banker (August, 1944, p. 69), abnormal sterling 
balances held by Egypt at the end of 1943 amounted 
to £195 million. Egypt recently converted a sub- 
stantial part of her sterling debt into an internal 
obligation, using over £ 20 million of her sterling 
surplus to repay foreign bondholders. 


* See “Palestine’s Currency Problems,” Bulletin 
of the Economic Research Institute, VII (1943), 
43-49. 


cult to estimate the amount of abnormal 
balances in the sense of the amount 
which the public would want to repatri- 
ate after the war. The amount of sterling 
needed as backing for the currencies will 
undoubtedly decline as prices are re- 
duced, or alternatively if exchange rates 
are altered. Although the volume of cur- 
rency in circulation has increased 400 
to as high as 750 per cent in some Middle 
Eastern countries since 1939, the volume 
of circulation is not likely to decline by 
more than half after the war, so that a 
substantial volume of the present sterling 
balances will represent permanent mone- 
tary reserves. If sterling could be used 
freely to purchase goods from England 
and other parts of the sterling area after 
the war, the Middle Eastern countries 
could undoubtedly employ a large part, 
probably 50 or 60 per cent, of their pres- 
ent holdings of sterling assets for making 
purchases abroad. But England is prob- 
ably not going to be able to liquidate 
these abnormal war balances except 
over a period of time. 

With the exception of Iran, the dollar 
holdings of the Middle Eastern countries 
are either small or nonexistent. Although 
dollar receipts in certain of these coun- 
tries have tended to be greater than dol- 
lar expenditures, surplus dollars earned 
in sterling-area countries are turned over 
to the Bank of England in return for 
sterling credits and become a part of the 
British dollar pool. Reserves of dollars 
are not kept by these countries, but, 
when dollars are needed for payment for 
imports or for other purposes, they are 
supplied by the Bank of England in ex- 
change for sterling. Imports are closely 
controlled in these countries by the Mid- 
die East Supply Center, although con- 
trol is supposed to be based on transpor- 
tation and supply considerations rather 
than with reference to the conservation 
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of dollar exchange. The foreign-exchange 
regulations for all sterling-area countries 
are similar and are based on agreements 
with the British Treasury. Iran is out- 
side the sterling area and has, therefore, 
been able to retain the surplus dollars 
which she has earned largely as a result 
of United States Army expenditures in 
that country. 

The foreign-exchange position of the 
Levant states is complicated by the fact 
that, while Syria and Lebanon are in the 
franc bloc, by a special arrangement 
Syrian and Lebanese pounds are freely 
convertible into sterling at a fixed rate. 
Dollar expenditures are strictly limited, 
and their dollar holdings are small. The 
bulk of the backing for Syro-Lebanese 
pounds is in the form of deposits with the 
Caisse Centrale, but the French Com- 
mittee of National Liberation guar- 
anteed the value of these reserves in 
terms of sterling. This means that if 


there should occur a depreciation of the 
franc in terms of sterling, the Caisse 
Centrale has agreed to make up the loss 
in terms of sterling by supplying addi- 
tional francs. 


IMPORTS AND EXPORTS*”® 


Because of transportation shortages, 
the elimination of European and Far 
Eastern markets, and the inability to 
obtain imports because of wartime short- 
ages abroad, the physical volume of both 
imports and exports of Middle Eastern 
countries has declined since the outbreak 
of war. This decline in trade became 
particularly serious after the entry of 
Italy into the war and the closing of the 
Mediterranean to shipping. Because of 
the rise in prices, the decrease in the 
volume of trade did not result in a de- 

** Wartime regulations prohibit the publication 
of recent trade figures for most Middle Eastern coun- 


tries. The author has had access to these figures and 
has attempted to summarize them in this article. 


cline in the total value of trade. This 
was particularly true of exports, since 
prices in the Middle East have risen 
several hundred per cent, while prices 
of goods imported from outside the Mid- 
dle East have increased to a lesser ex- 
tent. In general, the physical volume of 
imports has declined less than that of ex- 
ports, with the result that there has 
been an import surplus for all Middle 
Eastern countries. This import surplus 
has tended to reduce inflationary pres- 
sures somewhat, but it has been more 
than offset by the large expenditures of 
the Allied armies in the area. For ex- 
ample, the large armies in Egypt con- 
sume eggs, rice, sugar, and other com- 
modities which were formerly exported. 

Imports into the Middle East from 
the Western Hemisphere and from other 
parts of the British Empire are largely 
controlled by the Middle East Supply 
Center. The M.E.S.C. is a joint Anglo- 
American organization which controls 
the importation and distribution of sup- 
plies in the Middle East in co-operation 
with the local governments. The 
M.E.S.C. screens import requirements, 
and the local authorities grant import 
licenses in accordance with a program 
formulated in advance by the M.E.S.C. 
in consultation with the local govern- 
ments. The local import control au- 
thorities are expected to confine the is- 
sue of import licenses within the pre- 
viously determined quota limits for the 
country or territory. Each country or 
territory sends to the M.E.S.C. head- 
quarters in Cairo lists of all import 
licenses issued, and the licenses are 
graded according to priorities in the 
light of the over-all supply and shipping 
position for the commodity to be im- 
ported. The countries from which the 
commodities must be imported are also 
determined by the M.E.S.C. on the basis 
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of recommendations received from Lon- 
don in consultation with Washington 
as to the appropriate supply areas for 
commodities needed by the Middle East. 

Until recently the exchange control au- 
thorities in the sterling-area countries of 
the Middle East granted foreign ex- 
change automatically to importers hav- 
ing approved import permits. The short- 
age of shipping facilities and of supplies 
of commodities abroad served to limit 
the demands for dollars and other “hard 
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Certain basic commodities have been 
supplied to the area by agencies of the 
United Kingdom and the United States 
directly, rather than leaving them to 
commercial channels. These commodi- 
ties have included such things as cereals, 
sugar, oil, fertilizers, and pig iron. The 
United Kingdom Commercial Corpora- 
tion has also undertaken a program of 
distribution of cereals within the area, 
buying in areas where there is a surplus 
and selling in deficit areas. 


TABLE 2* 
WHOLESALE-PRICE INDEXES IN THE MIDDLE EAST 








Egypt 
(June-Au- 
gust, 1939) 


Palestine 
(August, 
1939) 


Iraq 
(December, 
1938—August, 
1939) 


Syria 
(June, 
1939) 





122 
143 
182 
251 
293 
goo 
316 


December, 1939... .. 125 
155 
227 
304 
342 
342 
355 








121 
152 
284 
533 
636 
556 
572 


923 














* Indexes based on figures compiled by the various governments. 


t January, 1942. 


currencies” in the sterling pool without 
special limitations by the exchange con- 
trol authorities themselves. In contem- 
plation of an easing of the supply and 
shipping situation and of the partial 
relinquishment of import controls by 
M.E.S.C., a new arrangement was agreed 
upon between Egypt and the United 
Kingdom in January, 1945. Under the 
new agreement the United Kingdom 
will, during 1945, make available to 
Egypt $40 million in “hard currencies”’ 
to cover Egypt’s needs for imports and 
payments for “invisible” items to the 
United States, Canada, Portugal, Switz- 
erland, and Sweden. Egypt will allocate 
her supply of these currencies by means 
of an import licensing program and 
strict foreign-exchange controls. 


PRICES IN THE MIDDLE EAST 


From an examination of the course of 
prices in the Middle East since the be- 
ginning of the war, two facts are immedi- 
ately apparent. First, the percentage rise 
in prices in all Middle Eastern countries 
from pre-war levels has been several 
times the percentage rise in prices in the 
United States and the United Kingdom. 
The price rise in the Middle East has al- 
so been greater than that which has oc- 
curred in India, with which Middle 
Eastern countries carry on a substantial 
amount of trade. Second, there is a wide 

*t See the following articles in Foreign Commerce 
Weekly: “The United Kingdom Commercial Cor- 
poration,” July 22,'1944, p. 6; “FEA Functions in 
the Export Field,” April 15, 1944, p. 8; “The 
Middle-East Supply Program,” April 1, 1944, P- 3; 
“Egypt,” February 10, 1945, p. 21. 
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divergence in the behavior of prices in 
the five countries whose price indexes are 
shown in Table 2. The greatest rise in 
wholesale prices has been in Syria. The 
smallest increases in wholesale prices 
and in living costs have occurred in 
Egypt and Palestine (Table 3). Although 
wholesale prices have risen relatively 
less in Egypt than in Palestine, the lat- 
ter country has been more successful in 
controlling the cost of living. In all 
countries except Iran the rise in whole- 


5° per cent of the pre-war volume. There has 
also been a substantial increase in the prices of 
imported commodities, although the prices 
paid by importers for commodities imported 
from the United States and the United King- 
dom have remained substantially below the 
level of internal prices. The shortage of im- 
ported commodities, however, has made it 
possible for merchants to charge exorbitant 
prices for their merchandise. Some attempt 
has been made to control the prices of cereals, 
sugar, transport equipment, and other essential 
commodities which have been brought into 
these countries by U.K.C.C. or Lend-Lease. 


TABLE 3* 
COST-OF-LIVING INDEXES IN THE MIDDLE EAST 








Egypt 
(Cost-of-Liv- 
ing Index, 
June-August, 
1939) 


Palestine 
(Wages Com- 
mittee Cost- 
of-Living In- 
dex, Pre-war) 


Syria 
(Cost-of-Liv- 
ing Index 
(Beirut), Jan- 
uary-June, 
1939) 


Iran 
(Tehran Offi- 
cial Cost-of- 
Living Index, 


April-August, 





December, 1939 108 
Decem 122 
December, 1941... .. 156 
215 
257 
269 
286 




















* Indexes based on figures compiled by the various governments. 


t January, 1940. t January, 1942. 


sale prices has been greater than the rise 
in the cost of living. The enormous in- 
crease in the cost-of-living index in Iran 
probably reflects the absence of effective 
measures for controlling the prices of 
essential cost-of-living commodities in 
Iran. 

The factors underlying these tre- 
mendous price rises in the Middle East 
are in one degree or another common to 
all Middle Eastern countries. In addi- 
tion to the large Allied expenditures 
which have already been discussed, the 
following factors have also contributed 
to the rise in prices in the Middle East: 

1. The physical volume of imports in most 
Middle Eastern countries has declined to about 


§ November. 


2. The failure to control the prices of essen- 
tial cost-of-living commodities has led to a rise 
in the prices of locally produced goods which 
were not in short supply. Rationing and price 
controls have been employed only on a very 
limited scale in the Middle East, and they have 
not been especially effective in eliminating black 
markets. 

3. The inability to obtain fertilizers and farm 
equipment has resulted in reduced agricultural 
productivity, thereby increasing costs and re- 
ducing the supply of locally produced commodi- 
ties. 

4. The lack of transportation facilities has 
made difficult the movement of commodities 
from surplus areas to-areas in short supply. 
Added to this has been the imposition of ex- 
port restrictions on commodities normally sold 
to neighboring countries. Egypt, for example, 
has an abundance of eggs, while in neighboring 
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Palestine eggs are almost impossible to obtain 
except at exorbitant black-market prices. 

5. Rapidly rising prices and the uncertain 
fortunes of the Allies in the war produced a 
lack of confidence in the value of money. This 
has led. to widespread hoarding of goods among 
producers, and speculation in commodities and 
property has been rampant. 

6. Saving habits are not well developed in 
the Middle East except among a small wealthy 
class. Even the wealthy class has tended to 
invest its savings in land rather than in banks 
or shares. Moreover, there has not been an 
adequate outlet for savings in the form of 
government bonds, since budgets have, for 
the most part, been balanced. 


Since the middle of 1943, the rise in 
prices in the Middle East has been less 
rapid, and in some of the countries prices 
appear to have leveled off. Although 
Allied expenditures have remained high 
and imported goods were even more 
scarce in 1943 than in 1942, certain fac- 
tors appear to have been influential in 
dampening the spectacular price rises 
which occurred from 1941 to the middle 
of 1943. We may summarize these fac- 
tors as follows: 


1. There has been an increase in confidence 
in the currency as the Allied fortunes of war 
improved. This fact has tended to reduce hoard- 
ing of commodities and speculation in land and 
commodities. 

2. The introduction of price controls, ration- 
ing, and antihoarding measures has had some 
effect. Important also have been the cereal 
collection schemes whereby distribution of the 
grain was taken over by the governments to 
avoid hoarding and speculation and to provide 
a better distribution of cereals between surplus 
and shortage areas. 

3. Opportunities for the investment of 
surplus savings in noninflationary directions 
have undoubtedly been a factor in slowing 
down the rate of inflation. Among these should 
be listed the sales of gold in the Middle East 
by the Allies, the flotation of a large internal 
loan in Egypt for refunding the external debt, 
and giving the holders of Syro-Lebanese pounds 
in the Levant states the right to purchase 
sterling balances and sterling obligations without 
restriction. 
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4. The increasein confidence in local currency 
and in sterling has also led to the hoarding ofboth 
currency notes and bank deposits. Evidence of 
this is to be found in the increase in demand for 
larger notes in Egypt. Fifty- and one-hundred- 
pound notes accounted for about 17 per cent 
of the total currency in circulation in Egypt 
at the end of 1929 and for about 29 per cent at 
the end of 1943. From an examination of clear- 
ing-house returns in relation to bank deposits, 
we find that there has been a decline in the 
velocity of circulation of deposits. In Egypt 
the increase in bank clearings has been less 
than one-half the increase in the volume of 
current deposits. 


In spite of the spectacular increases in 
prices in the Middle East, the inflation- 
ary pressures existing there have been 
relatively less than the pressures on 
prices in the wartime economies of 
Britain and the United States. In Egypt 
and Palestine the Allied military ex- 
penditures, plus government expendi- 
tures minus import surpluses, amounted 
to about one-third of the national in- 
comes in 1943; while in the United States 
and the United Kingdom government ex- 
penditures have been substantially more 
than half of the national income. Yet the 
percentage increases in prices in the 
Middle East have been five to ten times 
greater than the percentage increases 
which have occurred in the United 
States and the United Kingdom since the 
beginning of the war. The reason for this 
situation is to be found in the inadequate 
price and distribution controls in Middle 
Eastern countries and in the failure of 
these countries to adopt fiscal policies 
designed to prevent inflation. 

Palestine has been somewhat more 
successful in controlling the cost of liv- 
ing, particularly in recent months. In 
Palestine a fairly ambitious food subsidi- 
zation program has been introduced 
which, along with rationing and price 
controls, has been effective in keeping 
down living costs relative to the rise in 
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wholesale prices. In Egypt the cost-of- 
living index rose by about 185 per cent 
from the middle of 1939 to August, 1944, 
as compared with a rise in wholesale 
prices of 215 per cent; while in Palestine 
the cost-of-living index rose during the 
same period by about 155 per cent as 
compared with a rise in wholesale prices 
of about 255 per cent. 

Because of the nature of the military 
expenditures in the Middle East, local 
governmental budgets have not been 
subjected to any particular strain, and, 
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There has been no pressure on govern- 
ments, therefore, either to raise taxes or 
to absorb excess purchasing power 
through borrowing. 


CURRENCY AND DEPOSITS 


In Egypt, Iraq, and Palestine the 
percentage increase in currency in cir- 
culation since August, 1939, has been 
greater than the percentage rise in whole- 
sale prices and in the cost of living 
(Table 4). This follows the pattern of the 
United States except that here the per- 


TABLE 4* 
CURRENCY NOTES tN CIRCULATION 








Ecyptt PALESTINE 


Syria 





Mil- 
lions of 
Pounds 

Egyp- 
tian 


Index Index 
(Janu- 
ary- 
July, 
1939) 


ary~ 
July, 
1939) 


(Janu- 


Index 
(Janu- 
ary- 
July, 
1939) 


Mil- 
lions of 
Pounds 
Sterling 


Mil- 
lions of 
Rials 





108 
129 
182 
243 
365 
467 


161 
135 
168 


August, 1939 

December, 1939. . . . 
December, 1940. . . . 
December, 1941... . 
December, 1942... . 
December, 1943... . 


23.5 
28.0 
39-5 
52.7 
79.2 
101.4 


213 
392 
595 














128 
142 
242 
314 
575 
811 


936 
1,018 
1,175 
1,585 
3,146 
5,195 


43.0 
47-9 
81.0 
105.6 
193.3 
272.5 























* Compiled from official reports of the various governments, central banks, and currency boards. 
t Includes notes issued by Nationa! Bank of Egypt of which some are in circulation in the Sudan and Cyrenaica. 


with the exception of Iran, budgets have 
been approximately balanced during the 
war. Although public expenditures of the 
local governments have risen, they have 
not increased by as much as the rise in 
prices. This may be explained in part by 
the failure of the salaries of civil servants 
to keep up with the rise in living costs 
and by the inability to obtain materials 
for public works construction and the 
repair of existing capital equipment. 
Since taxes are largely indirect and the 
rates related to the prices of commodities, 
revenues have kept up with expendi- 
tures, so that most Middle Eastern gov- 
ernments have had budgetary surpluses. 


centage rise in currency circulation has 
been more than 200 per cent, as com- 
pared with a rise of about 35 per cent in 
wholesale prices and 26 per cent in the 
cost of living. On the other hand, the 
percentage increase in wholesale prices 
in Egypt, Iraq, and Palestine has been 
more than half the percentage rise in 
currency in circulation. Only in Syria has 
the percentage rise in wholesale prices 
been greater than the percentage in- 
crease in currency circulation. Iran is 
the only country in which the percentage 
rise in the cost-of-living index has been 
greater than the percentage rise in cur- 
rency circulation. 
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Drafts on current account deposits are cluding savings deposits, were less than 
not used as a means of making current one-half of the note circulation in 1943, 
payments in the Middle East nearly to while in Iraq demand deposits were 


TABLE 5* 
BALANCE SHEET OF NATIONAL BANK OF EGYPT 
(Comparative Figures in Millions of Pounds on December 31 for Years 1939-43) 

















Issue Department 





Liabilities: 
Notes issued 





Assets: 
ed en shank chs ck sig 5 ck ES 
Egyptian and British Govern- 
ment Treasury bills and se- 





52.7 

















Banking Department 





2. 
’ 2. 
Government deposits. : ; 21. 


Other deposits } : 3. 
Other accounts............. : 8. 


68. 

















Money at call and at short 
notice 

















} 
29.9 43-7 68.7 | 





* Report of the Forty-fourth Ordinary General Meeting, National Bank of Egypt, 1943. 


the extent that they are in Western about one-third the volume of currency 
countries. In Egypt, Palestine, and Iran circulation. 

demand deposits in the hands of the In Egypt, Iran, and Palestine the ab- 
public are only slightly higher than note solute increase in bank deposits since the 
circulation. In Syria total deposits, in- beginning of the war has been greater 
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than the increase in currency circula- 
tion, while in Iraq and Syria the opposite 
has been true (Tables 5, 6, and 7). In 
Egypt the total increase in demand de- 
posits has been in excess of 400 per cent 
since 1939. Although deposit figures for 
all banks in Egypt have not been pub- 
lished, the comparative statements of 
the National Bank of Egypt will give an 
indication of the trend (Table 5). It may 
be noted that a large part of the increase 
in deposits is accounted for by deposits 
of the Egyptian government. Savings 
deposits, on the other hand, have in- 
creased relatively little in Middle East- 
ern countries. 

In Palestine total deposits in banks 
and co-operative credit societies have in- 
creased by more than 250 per cent over 
pre-war levels (Table 6). The increase in 
total deposits is accounted for almost 
entirely by demand deposits, time de- 
posits having increased relatively little 
ovet the period. Demand deposits in 
Palestine represent about go per cent of 
total deposits, with the ratio tending to 
increase. 


TABLE 6* 


DEPOSITS OF BANKS AND CREDIT CO-OPERATIVE 
SOCIETIES IN PALESTINE 


(In Millions of Pounds Palestine) 








Time 
Deposits 


Demand 
Deposits 


12.8 3 
13.0 2. 
19.2 2. 
28.9 2. 
4 
4. 


Date Total 





16.2 
15.7 
21.7 
31.6 
53.6 
57-3 


December, 1939 
December, 1940... .. 
mber, 1941...... 
December, 1942...... 
December, 1943. 


| 49.1 
January, 1944....... 


$2.5 














* These 


Netiens are published currently in the League of 


y Bulletin of Statistics. 

Just as budgetary deficits have played 
almost no part in the inflation in the 
Middle East, so it can also be said that 
there has been no inflationary expansion 
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of bank credit. Advances to customers in 
most banks either have remained ap- 
proximately the same since the beginning 
of the war or have actually fallen. The 
TABLE 7* 
COMMERCIAL BANK DEPOSITS IN IRAQ 
(In Millions of Iraqi Dinars) 








De- 
mand 
De- 
posits 


Sav- 

ings 

De- 
posits 





1s. 
17. 


12. 
14. 

















nae. 
inability to purchase merchandise plus 
the high liquidity of merchants has ac- 
counted for the lack of demand for com- 
mercial bank loans. Bank investments 
have increased with the rise in deposits, 
but investments have been in large part 
in sterling securities. The recent debt 
conversion in Egypt has provided a 
means of investment in domestic securi- 
ties. Only in Iran, where the government 
has borrowed large amounts from the 
Bank Melli, have bank advances and 
investments in government securities 
played a significant part in the inflation- 
ary picture. Advances to customers have 
increased relatively little in Iran.” 

No statistics on loans are available 
for banks in Iraq, although loans and 
advances of all types are reported to have 
diminished. Here also merchants and 
others require no accommodation in the 
way of working capital or for financing 
foreign trade transactions. 

Interest rates, in general, have fallen 
in the Middle East, particularly in Egypt, 

2 See Report of Directors of the Bank Melli, Iran 
(March 22, 1943—March 20, 1944). 


ures are published currently in the League of 
'y Bulletin of Statistics. 
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Iraq, and Palestine. Mortgage rates in 
Iraq have fallen from their pre-war levels 
of 7 and 8 per cent to 3 and 4 per cent. 
Discounts on commercial bills in Egypt 
are 4-5 per cent. The Egyptian govern- 
ment has been able to borrow at short 
term on three-months bills at less than 1 
per cent, and at long term at 3 per cent, 
whereas rates formerly were as high as 
5 and 7 per cent. This is a good sign, as 
the Middle East, like all other under- 
developed countries, has been hampered 
in the past by high interest rates. 


IMPLICATIONS FOR THE POSTWAR 
PERIOD 


Although certain economic classes, 
notably salaried and industrial wage- 
earning groups, have suffered serious- 
ly as a result of the inflation in the Mid- 
dle East, the period of readjustment to 
peacetime conditions is likely to be even 
more difficult and painful for the popu- 


lation as a whole." As we have seen, 
prices have risen far out of relationship 
to world prices during the war and to 
what world prices are likely to be after 
the war. Inflation has been rampant in 
those parts of Europe with which the 
Middle East trades, but the enemy- 
occupied countries will have established 
new rates of exchange after the war 
which will bring their prices more or less 
into line with prices in the British Em- 
pire countries and the Western Hemis- 
phere. 

Prices will be under pressure in the 
Middle East from three sources. First, 
the decline in Allied expenditures will 
have a substantial effect on total de- 
mand for consumers’ goods and for labor 
and materials. Second, the resumption of 


13 The agricultural wage-earner has always been 
close to the subsistence level, while the small private 
landowner has probably benefited as a result of the 


high agricultural prices. 
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normal imports from countries with 
lower prices will be an important factor 
in lowering prices. A number of high-cost 
industries have been built up in the 
Middle East, many of which are not 
likely to be able to stand foreign compe- 
tition. Finally, the necessity of compet- 
ing in world markets in which the prices 
of cotton, fruits, and other agricultural 
exports of the Middle East are much 
lower will tend to force down prices in 
the Middle East. 

The reduction in the prices of im- 
ported commodities not produced in the 
Middle East, which are high because of 
the shortage of such commodities, will 
be beneficial and will do little harm ex- 
cept to merchants and speculators who 
have withheld their stocks from the 
market too long. The effect of the re- 
sumption of imports of locally produced 
commodities on infant manufacturing 
industries which have grown up during 
the war, particularly in Palestine and 
Egypt, will be more serious, but it is 
doubtful whether or not many of these 
industries could survive even if the gen- 
eral level of costs in the Middle East 
were not out of line with the rest of the 
world because of the absence of mass- 
production methods and the distance 
from raw materials. 

More significant is the problem of 
competing in world markets for the sale 
of raw materials which the Middle East 
normally exports. There are two possible 
solutions to this problem if unemploy- 
ment and severe depression are to be 
avoided in the Middle East. The first is 
to depreciate exchange rates to the ex- 
tent necessary to bring external prices in 
terms of local currencies into line with 
internal prices and costs. This method, if 
adopted by all Middle Eastern countries, 
would also serve to bring the internal 
prices of the several Middle Eastern 
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states and territories into line with one 
another. The other possible attack on 
this problem is for these countries to 
adopt vigorous measures for lowering 
costs, particularly those costs peculiar to 
the production of goods for export. Such 
efforts would need to include increased 
productive efficiency as well as the lower- 
ing of wages, loan rates, and rents. A 
reduction of wages would necessarily in- 
volve reduced living costs, which in 
turn would require a reduction in dis- 
tribution costs and perhaps the subsidiza- 
tion of bread and other essential cost-of- 
living items. 

Although the first solution is in many 
respects easier and more direct, it 
should be recognized that there is wide- 
spread opposition among both govern- 
ment officials and businessmen in the 
Middle East to a reduction in the for- 
eign-exchange value of their currencies. 
It is argued that since Middle Eastern 
currencies are fully backed by foreign 
exchange which represents a deferred 
claim on goods and services abroad, a 
true depreciation in the value of these 
currencies has not taken place. This at- 
titude toward the currencies of the Mid- 
dle East is expressed in the following 
resolution of the Middle Eastern Fi- 
nancial Conference held in Cairo in 
April, 1944: 


There has never been any danger of uncon- 
trolled inflation of the kind which occurred in 
certain central European countries after the 
last war and the Conference wishes to empha- 
size that monetary inflation (in the restricted 
sense of fiat money or fiduciary notes uncovered 
except by advances to the Government from 
the Bank of Issue) has not taken place in the 
Middle East. 

All Middle East currencies are fully backed 
by real values in the form of gold or foreign 
exchange assets and there has been no signifi- 
cant flight of capital and depreciation of ex- 
change rates. These foreign exchange assets 
will be used for purchasing goods and capital 


equipment as the latter become progressively 
available. This will enable Middle East coun- 
tries to expand their economies and raise the 
standard of living of their peoples. 


As a solution to the postwar problem 
of adjusting internal and external price 
levels, emphasis was given by the con- 
ference to measures for the orderly re- 
duction of prices. The following resolu- 
tion of the conference illustrates this 
point: 

The Conference considers: 

That the stage at which Allied military ex- 
penditures in the Middle East will fall, and the 
movement of goods will become freer, must 
now be regarded as sufficiently near to make it 
necessary to take account in present planning 
of this approaching development, and of the 
downward adjustment of the price level of 
Middle East products which will result. 

The Conference accordingly recommends 
that the Governments represented should take 
every step in their power, in their various 
capacities as Governments of buying or selling 
countries, to bring about the downward ad- 
justment of prices from now on in a steady and 
orderly manner, so as to spread out over a 
sufficient period of time the strain of readjust- 
ing the economies of Middle East countries 
from war conditions to peace conditions. 


It is possible that the use of govern- 
ment controls over import prices cou- 
pled with export subsidies where neces- 
sary would serve to ease the price ad- 
justments which must inevitably take 
place. There remains the danger, how- 
ever, that certain countries may adopt 
more or less permanent measures for 
insulating their price levels from both 
lower and higher price levels abroad. 
The problem is complicated by the wide 
divergence in the price levels of Middle 
Eastern countries. For example, the per- 
centage rise in prices in the Levant 
states since the war began has been four 
times the increase in prices in Egypt, 
while in Iraq the increase has been more 
than two and a half times the percentage 
rise in Egypt. Middle Eastern countries 
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are normally dependent on one another 
for a great many products, and, until 
trade between them becomes more or 
less free, their economies can in no sense 
be considered as reconstructed. Normal- 
ly, trade is made easy by reason of the 
fact of complete interconvertibility of 
the currencies of this area, which are for 
the most part based on sterling. But if 
each country attempts to preserve its 
own internal price level by means of 
trade embargoes and tariffs, standards of 
living in the Middle East will inevitably 
suffer. 

Costs of production are, in general, 
more flexible in the Middle East than in 
Western industrial countries. To begin 
with, a large part of the costs of produc- 
tion are direct costs because of the rel- 
atively small proportion of capital used 
in both agriculture and industry. Wages 
are probably quite flexible, since, with 
the exception of the Jewish industrial 
workers in Palestine, independent labor 
organizations and collective bargaining 
are almost wholly absent in the Middle 
East. Most agricultural workers live 
fairly close to a subsistence level, and a 
reduction in food prices, which will al- 
most certainly occur with the departure 
of the large armies in the Middle East 
and the opening-up of normal trade, 
will permit an adjustment in wages. In 
fact, wages are likely to fall too rapidly 
with a decline in employment; and if 
efforts were made to keep them higher, 
the result might be a better distribution 
of income in the Middle East. Among in- 
dustrial and salaried workers in Egypt 
and Palestine wage increases have tend- 
ed to take the form of cost-of-living 


bonuses which can be readily removed 
when the cost-of-living index declines, 
In discussing the wage question with 
businessmen and labor leaders in Pales- 
tine, I found the view expressed that ap- 
propriate adjustments in wages would 
not be difficult after the war and that 
labor was willing to accept downward 
adjustments when prices decline. 

A final problem of considerable con- 
cern to the Middle East is the extent to 
which they are going to be able to con- 
vert their large sterling assets into im- 
ports from abroad. This is a problem 
which the Middle East shares with the 
rest of the sterling area, and its solution 
will depend on Great Britain’s ability in 
the postwar period to supply goods in 
exchange for her abnormal war balances, 
while at the same time providing herself 
with sufficient foreign exchange to buy 
the raw materials she needs to produce 
commodities both for home consump- 
tion and for export. It is evident to all 
that Great Britain must be given time to 
liquidate these abnormal war balances. 

Unless the countries of the Middle 
East are able to import goods in sufficient 
quantities so that they can replenish 
their stocks of merchandise and replace 
their worn-out capital equipment, in- 
cluding transport, they will not be able to 
reduce their internal costs, and their 
price structure will inevitably remain 
out of line with world prices. Meanwhile 
these countries will find it necessary to 
sell cotton and other agricultural com- 
modities in world markets in competi- 
tion with areas where the level of produc- 
tion costs is much lower. 


WaAsHINcTON, D.C. 
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BOOK REVIEWS 


Social Goals and Economic Institutions. By 
Frank D. Granam. Princeton: Princeton 
University Press, 1942. Pp. xxii+-273. $3.00. 
The dilatory reviewer of an important book 

has the unmerited advantage of being able to 

presume that the readers are already acquainted 
with its general character. The present reviewer 
proposes to take full advantage of this. It would 
in any case be impossible in a short review to do 
more than touch on a few of the points raised 
in this thoughtful book and at this late hour 
anything other than a discussion of selected 
topics would hardly serve a useful purpose. It 
would, however, be unfair to the reader if the 
reviewer did not at the same time add that he 
finds himself so much in sympathy with the 
general approach and outlook of the book that 
any critical comments he has to make will refer 
to comparatively minor points. 

Graham belongs to the steadily growing 


number of economists who have grave doubts . 


about the wisdom of the general course our 
generation has been following and who feel that 
in spite (he would, perhaps, say “because”) of 
the rapid advance of economic theory the “‘in- 
sight into the true ends of economic activity, 
and into the appropriate means of realizing 
them” has become inferior to what it already 
had been. Though there is little point iz hlam- 
ing those economists who have embarked on 
what Graham regards as “the frivolous pursuit 
of irrelevant gods,” we can surely agree with 
him in regretting the neglect of political econo- 
my which has accompanied the preoccu; “on 
with pure economics; and we must be grate‘ul 
for the distinguished contribution he has made 
to the former. 

The program here developed rests on “the 
thesis that the road we must travel is the road of 
power-cum-freedom”’ because “power is ‘good’ ” 
and “coercion is ‘bad.’” Graham has many 
wise things to say on the problems which these 
terms indicate, yet it may be doubted whether, 
with all his care, he has completely avoided the 
pitfalls prepared by the ambiguity of the term 
“power.” If “power” is understood, as it com- 
monly is, as power consciously exerted, there 
can be little doubt that it can be raised to its 
maximum only as power of men over other men 
and that therefore individual freedom requires 


a deliberate limitation of power and even a 
renunciation of the achievement of some pos- 


‘sible goals. It would have been desirable if 


Graham had brought out more clearly the sig- 
nificance of the limitation of power by the uni- 
versal acceptance of general principles whose 
observance, though it may limit the conscious 
power anybody can exercise, increases the 
effectiveness of everybody’s efforts. Yet, though 
the abstract discussion of the problem may not 
be entirely satisfactory, few if any writers have 
before put so clearly the grave practical issues 
which recent developments have raised: “There 
has been a strong tendency towards totalitari- 
anism everywhere and, in some countries, it 
has been carried to its logical conclusion. It is 
called planning, which sounds scientific. But 
planning calls for blue-prints, blue-prints must 
be followed if they are not to be completely 
futile, and recalcitrants must be ‘brought into 
line.’ This is the open door to the old, well-trod, 
and thoroughly discredited way of force in the 
organization of production. In short, it means 
shooting” (pp. 56-57). 

The greater part of the book is devoted to 
the highly important question of the institu- 
tional arrangements under which individual 
freedom will produce satisfactory results. We 
must resist here the temptation to enter into 
a discussion of the important chapters on prof- 
its and money, each of which would deserve a 
separate essay. So far as the author’s proposals 
for monetary reform are concerned, which to 
the reviewer still appear to deserve more serious 
consideration than they have yet received, he 
has attempted such a discussion elsewhere.* 
We must also pass over most of the discussion 
of the institutional framework determining the 
distribution of incomes which, though they 
sum up, in a way in which this has not been 
attempted for a long time, what seem to be the 
views increasingly held by sensible people wish- 
ing to improve rather than entirely to recon- 
struct our social system, do not easily lend 
themselves to discussion in a review. Even the 
specially interesting discussion of inheritance 
can only be mentioned at this stage. 

It is the final chapters of the second part, 
on “Big Business and Free Competition” and 


* See Economic Journal, September, 1943. 
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on “Taxation,” which we shall single out for 
further comment. The general considerations 
by which the former is opened endeavor suc- 
cessfully to bring the discussion of competition 
back to the aspects relevant for practical policy, 
and the author’s main conclusion is summed up 
in the golden words that “free competition is 
a plan of economic institutions under which the 
powerful urge of self-interest is deprived of 
deleterious social effects and the industrial 
machine, of its own inner compulsion, works 
automatically in socially salutary fashion.” 
Graham’s practical program leans strongly on 
the proposals sketched by Henry C. Simons in 
his suggestive pamphlet on A Positive Program 
for Laissez Faire (1934). Though agreeing sub- 
stantially with both authors, the reviewer must 
confess increasing doubts about Simons’ view, 
indorsed by Graham, that “in general the state 
should face the necessity of actually taking over, 
owning and managing directly both the rail- 
roads and utilities, and all other industries in 
which it is impossible to maintain effectively 
competitive institutions.” Though this might 
possibly be the best solution for each single 
case considered solely by itself and in isola- 
tion, the aggregate effect of the state’s taking 
over all the industries to which at any time 
these conditions apply raises a new set of prob- 
lems which may well force us to modify the 
conclusions we should draw with regard to a 
single industry. Though American experience 
with controlled private monopolies has cer- 
tainly been unsatisfactory, this proves neither 
that this need be so nor that, even if unsatis- 
factory, this system might not be preferable 
to government management. At least in all 
instances where the monopoly is not of neces- 
sity permanent (and that is probably the great 
majority), the power of a government monopo- 
ly to make itself permanent appears to me to 
outweigh all the possible advantages of this 
form or organization. 

In the chapter on taxation Graham argues 
powerfully in favor of proportional as against 
progressive taxation—at least for the great 
majority of all individual incomes except the 
very highest which are due to various windfall 
and monopoly returns. Though unfashionable, 
this case certainly required restating and where, 
as under Graham’s proposals, proportional 
taxation of incomes is combined with a strin- 
gent limitation of the transmission of property 
by inheritance and gifts inler vivos, it seems 
overwhelmingly strong. There can be little 
doubt that in this field a misunderstanding of 


early crude utility analysis has had a most con- 
fusing effect, though Graham can fortunately 
be assured that the more recent refinements 
of that theory, of which he seems to disapprove, 
go far to bear out the “tender skepticism” with 
which he has treated “throughout this book the 
so-called law of diminishing marginal utility 
of units of general income.” Once it is admitted, 
as is now generally the case, that utility is a 
purely relative magnitude which has meaning 
only with reference to acts of choice or prefer- 
ence, any application of the “law of decreasing 
utility” to total income is not only unfounded 
but becomes entirely meaningless. 

The problems with which Graham is con- 
cerned are the ultimate problems the answers 
to which we want economists to provide. He 
has in the concluding part interesting sugges- 
tions to make as to how economists might be- 
come more effective in the advice they can 
tender (suggestions which have some resem- 
blance to those made some years ago by W. H. 
Hutt in The Economists and the Public). The 
proper place of the expert in matters of social 
and economic policy is, indeed, a question 
which wants serious thought, though one may 
feel some doubt whether any single or perma- 
nent “organization of expert opinion” would 
long command the full support of the produc- 
tive thinkers, or whether those absorbed in 
such an organization would long remain pro- 
ductive thinkers. On the whole a fuller use of 
experts in the “Royal Commission” type of 
ad hoc body would seem more promising than 
their banding together in a professional organ- 
ization. The advancement of knowledge and 
the application of the best knowledge to the 
problems of the day are different tasks in nei- 
ther of which anyone will give his best unless 
he gives his whole time to it for the time being. 
Though it is certainly desirable that students 
should at different times have experience in 
both fields, and though there cannot be enough 
ripe scholars who turn their attention to the 
burning practical questions, one cannot feel but 
a little uneasy about the impatience which 
Graham displays toward the more purely theo- 
retical work. While there may have been some 
justification for such an attitude a few years 
ago, the tide is already so obviously turning in 
the other direction that one regrets Graham's 
lending his authority to the new tendency. The 
discussion of the difficult and elusive questions 
on the borderland of economics, politics, and 
social philosophy, though the end, can hardly 
be the means by which technical competence 
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in our field is acquired. It is perhaps true that 
the generation trained mainly in abstract theory 
has so far not shown signs of eminent practical 
wisdom. But it is in this respect not only not 
inferior but rather better than the generations 
that were trained in “ethical,” “descriptive,” 
“institutional,” or whatever other kinds of 
more realistic economics have been advocated 
at various times. Certainly, the greatest vir- 
tuosity in designing diagrams is in itself no 
guaranty that a man will talk sense on econom- 
ic problems. But similar considerations apply 
to all purely technical knowledge, and the fact 
that this knowledge is not sufficient does not 
prove that it is unnecessary. Probably even 
that simplification of economic theory which 
is needed if theory is to exercise the proper in- 
fluence will come only as a result of further 
refinement. 

F. A. HAYEK 
London School of Economics 


Analyses of Minnesota Incomes, 1938-39. Sum- 
mary by Roy G. Brakey, Director; and 
analyses by WILLIAM WEINFELD, JAMES E. 
Duean, and Atex L. Hart. (“University of 
Minnesota Studies in Economics and Busi- 


ness,” No. 14.) Minneapolis: University of 


Minnesota Press, 1944. Pp. xxvi+367. 


$5.00. 


This book carefully spells out findings from 
three quite different analyses of materials col- 
lected through a study of incomes in Minnesota 
during the year ending September, 1939. The 
Minnesota Income Study (M.LS.), it may be 
recalled, drew upon unemployment compensa- 
tion and income-tax records in some degree but 
relied mainly on a field survey of incomes, 
sampling the state by collection of 16,528 usable 
schedules (see Minnesota Income, 1938-39, Vols. 
I-IV [St. Paul: Minnesota Resources Commis- 
sion, June, 1942]). Intensive analyses of in- 
come-size distribution data, as in the volume 
under consideration, are new in national income 
literature. Consequently, it is more important 
than usual to note both the quantitative find- 
ings as to income structure and the techniques 
used in analyses. In regard to each, a word of 
caution is necessary. Quantitative findings per- 
tain to a particular state and year; from a broad 
Viewpoint, they constitute only a single con- 
tribution to the sizable fund of information that 
must be assembled before the character of in- 
come-size distribution in the country is known. 
Regarding the second matter, Professor Blakey 
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pointedly remarks that methods and techniques 
“are largely experimental and exploratory” 
(p. 1) at this early stage. 

Professor Blakey’s introductory chapter for 
the layman sketches the Minnesota income 
work with disarming directness and provides 
a natural setting for the analyses that follow. 
The first, by William Weinfeld, is an extensive 
study of data dug out of M.I.S. tabulations. 
Variations in earnings of workers are analyzed 
for different size of community, sex, age, occu- 
pation, weeks of employment, and relief status 
classes; and incomes of families are similarly 
scrutinized. In evaluating income characteris- 
tics of different groups, the author employs the 
usual simpler statistical devices. Taken in large 
doses, the meticulous discussion is not particu- 
larly readable, a result in part of attempting too 
often to incorporate tabular material into text. 
It might have been better after resolving differ- 
ences among alternative statistical constants 
to confine the discussion generally to single 
measures of each frequency distribution char- 
acteristic (e.g., central tendency) with allusion 
to others, as found in tables, only when neces- 
sary. Also, simple definitions of the several 
types of income, such as lump-sum payments, 
could profitably have been included in the 
glossary. 

The second analysis, by James E. Dugan, 
grapples with questions of housing as related 
to income, in a series of chapters investigating 
homeownership, rent, and housing conditions 
in Minnesota. The author establishes a sound 
theoretical framework for analysis and takes 
the liberty of employing source materials com- 
plementary to the M.I.S. data. The result is a 
coherent statement spiced with interesting 
findings. These, as well as the techniques of 
analysis, are explicitly indicated in a manner 
that should benefit persons carrying on related 
analyses. It is not amiss in this case, however, 
to append the common objection against pre- 
senting averages derived from an inconsequen- 
tial number of observations (e.g., p. 174). 

The last of the three analyses, by Alex L. 
Hart, reports on an extended inquiry regarding 
the statistical significance of the M.I.S. data. 
This welcome innovation in size distribution 
research is a studiously laid out exercise that 
reviews the error in respondents’ reported earn- 
ings (as comparec! with earnings in employers’ 
unemployment compensation records) and the 
representativeness of the M.LS. field survey 
samples—both rural and urban. In each in- 
stance the author states the sampling problem 
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and inferences with care. He suggests general 
conclusions regarding the reliability of the 
M.I1.$;. data as such and possible improvements 
in sampling procedures that appear in -retro- 
spect. This application of sampling techniques 
well merits the special attention of others who 
may have a hand in the conduct of field surveys. 


Dwicrt B. YNTEMA 


Bureau of Foreign and Domestic Commerce 
U.S. Department of Commerce 


Australia and the Pacific. By MEMBERS OF THE 
AUSTRALIAN INSTITUTE OF INTERNATIONAL 
Arrarrs. (Issued under the auspices of the 
International Secretariat, Institute of Pacific 
Relations and the Australian Institute of 
International Affairs.) Princeton: Princeton 
University Press, 1944. Pp. x+203. $2.50. 


This book will interest every student of 
Pacific affairs for its portrayal of the current 
trend of Australian opinion on many aspects of 
international relations. Although, like many 
other symposia, it is not smooth in organiza- 
tion, this very imperfection gives one a sense 
of spontaneity and sincerity in the expression 


of opinion. There are ten contributions, five 
being grouped as political, five as economic. 
Happily, several of the contributors refuse to 
recognize a watertight boundary between poli- 
tical and economic questions. 

Australia is coming of age both politically 
and economically, and the process is full of 
painful adjustments. The war—especially the 
crucial year of 1942—has shown that “dominion 
status” cannot remain a utopian condition in 
which 6ne has the protection of the mother- 
country and at the same time enjoys political 
autonomy. Australia is thinking in terms of a 
new security arrangement, in which the United 
Kingdom, the United States, and Australia 
itself collaborate. In the economic field Austral- 
ia is wrestling with the problems of a rapidly 
industrializing nation still heavily interested in 
the export of agricultural products. 

The security problems may be easier to solve 
than the economic if—always if—the United 
States remembers that in 1942 Australia was 
the transpacific counterpart of the British 
Isles, a last-ditch point d’appui for American 
power. One misses in this book, however, any 
thorough discussion of Australia’s strategic 
situation and of the amount of power that Aus- 
tralia itself can muster. Such a discussion might 


well have replaced the dull exegesis of the At- 
lantic Charter which fills more than sixty 
pages—a repetitious chapter (one quotation 
from Roosevelt is given four timm) which lands 
one in a dream world. 

Australian thinking on military security 
seems to focus on the East Indies and New 
Guinea, in the “arc of islands” north and north- 
east of Australia mentioned in the Australia- 
New Zealand agreement of 1944. This focus, 
which has its counterpart in the United States, 
seems to the reviewer to be nearsighted, a repe- 
tition of the defensive policy which nearly lost 
the war in 1942. This arc of islands is Australia’s 
last, not first, line of defense, and it is of such 
size and intricacy that the side holding the ini- 
tiative is sure to win, as surely as the Japanese 
won the round of early 1942 and we are winning 
now. 

On the economic side, the contributors seem 
to hope that Australia can retain a good market 
in the United Kingdom, can nevertheless con- 
tinue domestic industrialization, and can de- 
velop trade with Asia. Development of the 
Asiatic market is thought to hinge upon mod- 
ernization there, resulting from grants or low- 
interest loans for industrialization, and the 
consequent raising of Asiatic mass purchasing 
power. There may be wishful thinking on this 
point—the old dream of the added inch on the 
Chinese shirttail—but at least there is the real- 
ization that Asiatic poverty is a world problem. 

The “White Australia” policy is defended 
as an economic as much as a racial protection, 
and the sane recommendation is made that 
Australia explain its immigration policy in 
terms of its economic and social needs and ex- 
punge “White Australia” from its vocabulary. 
But Asiatics may not be impressed by explana- 
tions of Australia’s economic and social needs 
when their own are so much greater. Neither 
will it suffice to debunk the ‘“‘myth of the open 
spaces” as long as there is such a chasm between 
Australian and Asiatic levels of living. That 
modernization will raise the population capacity 
of Asia is a hope expressed by several contribu- 
tors, although, as W. G. K. Duncan states, the 
first effect of modernization usually is a rapid 
increase in population through declining death 
rates. As P. D. Phillips sagely points out, in his 
note to W. D. Forsyth’s chapter, stability rep- 
resents a condition in which the competitive 
tensions between human groups are relaxed, 
not when they are simply pent up. He adds: 
“There does not seem to be any reasonable 
prospect of this condition being brought about 
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in the area under consideration for a consider- 
able time.” 
STEPHEN B. JONES 


Yale Institute of International Studies 


Intergovernmental Commodity Control Agree- 
menis. By INTERNATIONAL LABOUR OFFICE. 
Montreal, 1943. Pp. lviii+-221. $3.00. 


International commodity control arrange- 
ments seem to be definitely the vogue today. 
Producers of many important raw materials and 
foodstuffs have clamored or are clamoring for 
control schemes which would (1) reduce the 
range of excessive short-term fluctuations of 
prices, ¢.g., stabilize producers’ income, and 
(2) counter the price-depressing effects of sur- 
plus production and surplus stocks by the re- 
striction of output and/or exports, e.g., aug- 
ment producers’ income or prevent its decline. 
To a varying degree, governments are yielding 
to the pressure of organized producer-groups 
or appear eager to supplement domestic price- 
supporting measures by similar action in the 
international field. In the United States wheat 
and cotton present instructive examples. 

Against this background, the I.L.O. merits 
praise for having published an excellent collec- 
tion of pertinent documents. The texts of recent 
intergovernmental commodity control schemes 
on wheat, sugar, tea, coffee, beef, tin, rubber, 
and cotton are reprinted im toto. An appendix 
contains (1) extracts from reports and resolu- 
tions of various international conferences and 
committees on problems of commodity control; 
(2) agreements and acts setting up wartime 
agencies for raw-commodity control; and (3) 
illustrative wartime agreements on the purchase 
and the stocking of vital raw materials. 

In the Introduction (fifty-eight pages) an 
anonymous writer discusses “some of the social 
issues which the control schemes present.” The 
historical development, statements of policy, 
guiding principles, institutional arrangements, 
and legal and financial questions are ably sur- 
veyed. It seems to this reviewer, however, that 
the optimistic tone of the essay and the manner 
in which problems are discussed and conclusions 
advanced convey too favorable an impression 
of the over-all benefit of international com- 
modity control. The author suggests confidently 
that such devices, if properly managed, will 
solve the income problem of primary producers, 
improve the wages of farm and mining labor, 
help the advancement of economically back- 


ward countries, and assist materially in the pre- 
vention of business depressions. 

To be sure, some major problems and diffi- 
culties are pointed out. Yet, except very vague- 
ly, no feasible solution is suggested. The au- 
thor, for example, recognizes that the success 
of buffer stocks, operated for the purpose of 
reducing price gyrations, depends upon the 
absence of violent and protracted general busi- 
ness booms and slumps, upon the adjustment 
of production to consumption “within a reason- 
able time,” upon the replacement of high-cost 
by low-cost producers, upon the absence of na- 
tional subsidies and, specifically, the elimina- 
tion of barriers against imports (p. xxiv). Again, 
in the case of schemes involving the use of out- 
put or export quotas, the author proposes that 
“the form of control adopted should not be 
fashioned for the production of high-cost capaci- 
ty by the restriction of low-cost production, but 
should be designed to give the fullest scope for 
the increase of the most efficient production” 
(p. xxvi). 

But to recognize a problem or tu lay down a 
general guiding principle is not enough to justi- 
fy high hopes in a control arrangement. How 
can the guiding principle be effectively imple- 
mented? And even if suitable devices can be 
blueprinted, can we expect that they will be 
properly employed? Thus far, every interna- 
tional commodity control scheme has tended to 
retard technical progress and to stereotype the 
distribution of productive capacity as between 
efficient and inefficient producers and produc- 
ing areas. No advocate of commodity control 
has ever put forward a workable plan which 
would insure optimum economic progress. The 
author realizes that price-stabilizing schemes 
are likely to become price-boosting schemes. 
A price “fair” or “just” to both producer and 
consumer involves a political decision. But to 
suggest that all-round fairness depends on the 
composition of the control authorities and that 
consumers must be adequately represented 
there, constitutes only a very preliminary step 
toward the objective. No one has so far designed 
a method which permits the final consumer to 
be adequately represented. The mere proposal 
of a supercontrol agency begs the question. 

K. E. Knorr 
Stanford University 


Memoirs of an Ex-diplomai. By F. M. Huntinc- 
TON WILSON. Boston: Bruce Humphries, 


Inc., 1945. Pp. 373. $3.00. 
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Huntington Wilson was born in Chicago of 
socially disposed parents with ample means. 
They traveled a good deal, often visiting his 
grandfather in the foreign service. Thus it is 
not surprising that young Huntington Wilson 
thought of a diplomatic career. His ambition 
raised him above the preoccupation of his 
parents with such momentous questions as 
whether to go next to Valencia, Barcelona, or 
Toledo (p. 33), and he decided, against parental 
opposition, to enter the foreign service. 

His career began in 1897 as second secretary 
of legation in Japan. He served in that mission 
for seven years, in the latter part as first secre- 
tary. He then returned to Washington, where 
he served as third assistant secretary of state 
under Root. He advanced in the department, 
proving particularly congenial to Philander C. 
Knox, Taft’s secretary of state, who made him 
undersecretary. Although his relations with 
Secretary Bryan began satisfactorily, early in 
President Wilson’s administration his career 
came to an abrupt end. The immediate issue 
was continuance of the Chinese consortium, 
which President Wilson thought endangered 
the independence of China; but it is easy to see 
that the fundamental differences in foreign 
policy of the two Wilsons were too radical to be 
compromised. 

Huntington Wilson thereafter engaged in oc- 
casional journalistic activities, did some free- 
lance writing, sought unsuccessfully to get a 
diplomatic appointment, and sporadically took 
part in politics, even coming out for Franklin D. 
Roosevelt in 1932 (p. 350), though in general a 
confirmed Republican. His life after 1913 has, 
however, been mainly devoted to travel, obser- 
vation, critical comments, and society, produc- 
ing, with a second marriage much more success- 
ful than his first, a mellow and tolerant attitude 
toward affairs. 

His memoirs are easy reading, throw light on 
the way of life of America’s wealthy class, par- 
ticularly the Chicago brand of that class, give 
intimate views of eminent Americans in public 
life during the first quarter of the twentieth cen- 
tury, and throw light upon the writer’s person- 
ality. He was extremely sentimental, suave in 
manner but inclined when younger to be dicta- 
torial in substance. The unfortunate conclusion 
of his first marriage had a detrimental effect up- 
on his ambition and his career. 

Huntington Wilson’s importance in Ameri- 
can diplomatic history lies in the field both of 
administration and policy. He had a major in- 
fluence in reorganizing the Department of State 


from a small and highly personal group to a for- 
eign office well organized, with men chosen be- 
cause of their competence, and able to function 
in international politics. While he himself got 
into the foreign service by political pull, he did 
much to promote the merit system both in the 
department and in the foreign service, though, 
as he arranged it, persons not of the social aris- 
tocracy had little, if any, chance. 

Huntington Wilson also contributed much 
to the “dollar-diplomacy” aspects of the Taft 
administration (p. 210). The President and the 
Secretary of State were also interested in the de- 
velopment of international law and arbitration; 
but on these matters Huntington Wilson ob- 
served: “With men and nations what they were, 
all this seemed to me rather far removed from 
the inexorable realities of the world” (p. 238). 
He repeatedly voiced his opposition to “‘isola- 
tionism,” but he was equally against “interna- 
tionalism” which he called “‘hifalutin” (p. 315). 
He was strongly pro-British and strongly anti- 
German and anti-Japanese. He was ready to let 
diplomacy be guided by such preferences. Of an 
internationalism based on objective standards 
administered by an international organization 
he was profoundly skeptical. He ends with the 
suggestion that America seek security by main- 
taining adequate forces and concluding alliances 
with the British and Russians as to the West 
and with the British and Chinese (and later 
the Russians) as to the Far East (p. 364). 

In only two periods of American history has 
imperialism been frankly pursued as a national 
policy, the periods preceding the Civil War and 
preceding the first World War. In both of these 
periods American imperialism was rather naive, 
springing from a schoolboy certainty that Amer- 
ican civilization was the best in the world and 
that anybody would benefit by having that 
civilization imposed upon him. In Huntington 
Wilson’s case this naiveté was leavened by sufli- 
cient experience to appreciate that such imposi- 
tions would encounter difficulty if attempted in 
areas in which another great power took a spe- 
cial interest. Consequently, he favored the divi- 
sion of the world into spheres of influence. 


Turkey was no “sphere of influence” of ours, in 
the political sense. There was, as always, plenty of 
scope for American enterprise in the region of the 
Caribbean and other parts of Latin America. We 
were also trying to accomplish things in China, 
while avoiding exclusive responsibility. It seemed to 
me unwise that we should court rebuff in the Near 
East [p. 227]. 
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Later when out of office and traveling in the 
Caribbean, he wrote in his notes: 

This is America’s sphere of influence and vital in- 
terest. Here the United States must be paramount, 
and to this end should be directed a far-seeing diplo- 
matic policy. Surely no American citizen who under- 
stood the foreign relations of his country could enter 
the Zone of the Caribbean the first time without 
emotion [p. 252]. 

_ Although in his memoirs he repeats the con- 
victions which he had while in office, he does not 
attempt to explain the decline of economic im- 
perialism in popularity or to apply its precepts 
in the contemporary world. He admires Knox’s 
diplomacy, which he calls “realism” in contrast 
to Woodrow Wilson’s “idealism” (p. 253), but 
does not explain why, in the light of its results, 
it was either admirable or realistic. The net re- 
sult of dollar diplomacy was to drive most of the 
powers, linked by alliances, into opposition to 
the “open door” in Manchuria and to disgust 
both Congress and the American public with 
Caribbean interventions. 

While the book does not throw important 
new light on the diplomatic history of dollar 
diplomacy, it does give details about the per- 
sonality and methods of Philander Knox and 
Huntington Wilson and tends to leave the im- 
pression that this policy, criticized alike by iso- 
lationists and internationalists, was not moti- 
vated by the desire to dominate for the sake of 
dominance. Apparently, the dollar diplomatists 
felt that economics was more important than 
politics in diplomacy, that anyone ought to 
trust the United States, that foreign invest- 
ments were vital to American prosperity, and 
that the outward flow of American money and 
trade was bound to benefit the areas to which 
it went. 

American civilization was, for Huntington 
Wilson, an environment in which the leisure 
class could retain their leisure and do as they 
pleased. For the Wilsonian and Rooseveltian in- 
terpretation of American democracy and its re- 
sponsibility for the common man and the com- 
munity of nations he displays neither sympathy 
hor understanding. He continued to live in an 
age which died with World War I. The assump- 
tions of both nationalists and imperialists of the 
Spanish War era were torpedoed by World 
War I. The issues between isolationists and in- 
ternationalists of the 1920’s were different, and 
Huntington Wilson could not identify himself 
with either party. He remained aloof, a nostal- 
Bic critic of both. 


University of Chicago Quincy WRIGHT 
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The British Empire: Its Structure and Spirit. By 
Eric A. WALKER. New York: Oxford Uni- 
versity Press under the auspices of the Royal 
Institute of International Affairs, 1943. Pp. 
250. $3.50. 

Any attempt to compress the story of the 
British Empire from the sixteenth century to 
the present into two hundred and fifty pages 
offers cheap opportunities to the critic. So it 
should be said at once that Professor Walker’s 
volume is a well-balanced and illuminating ac- 
count of its subject. It is written throughout in 
high spirits, and it manages to work in a tre- 
mendous amount of detailed information with- 
out causing the reader to lose a sense of struc- 
ture. Professor Walker explains that he has not 
written a systematic history but that, in trying 
to bring out the spirit of the British imperial 
experiment, he has devoted disproportionate 
space to recent events, giving four-fifths of the 
book to the century since 1833 and two-fifths 
to the contemporary era since 1914. He is a 
frank admirer of the British achievement, but 
at the same time he is clearly critical of such 
things as the Ottawa preferential trade agree- 
ments and the color bar in Africa. 

If one is to complain about the spirit of the 
book, one would say that his heroes are all im- 
perialists. But, in fact, the free-and-easy, un- 
defined relationship which keeps the nations 
of the British Commonwealth joined together 
is as much due to the nationalists in the Do- 
minions who never felt any great enthusiasm 
either for the idea or for the fact of the British 
Empire as it is to the so-called empire-builders. 
Laurier is just as much a maker of the modern 
Commonwealth as Chamberlain, but Laurier 
barely appears in these pages. 

A Canadian must complain also that the 
weakest part of the book is that which deals 
with Canada. Professor Walker is incisive and 
brilliant when depicting the passion and strife 
which have gone to make the history of his own 
South Africa, but he becomes rather common- 
place about the North American Dominion; the 
peculiar problem of Canada in its dual rela- 
tionship to Britain and the United States does 
not seem to have stirred his imagination. And 
his pages on Canada contain a list of minor 
mistakes which are somewhat startling as com- 
ing from a Cambridge professor of imperial his- 
tory. He repeatedly speaks, for example, of 
Ontario and Quebec before 1867, though the 
entities bearing these two names did not come 
into existence until Confederation. He speaks 
of the Grand Trunk in 1863 being resolved to 
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build a railway between Toronto and Quebec— 
a railway which was already operating by that 
year; and later on he is confused as to which 
were the two transcontinental lines which were 
built in the Laurier era. He speaks of the Na- 
tional Policy in 1879 being a reply to the Mc- 
Kinley tariff, which, of course, did not come 
until some years later. And he is much surer 
than are Canadian historians that it was largely 
in order to safeguard the privileges of Quebec 
that no provisions were made for amendment 
of the British North America Act. These are 
all small matters, however; the book as a whole 
is a very able and readable treatment of its 
subject. 

FRANK H. UNDERHILL 
University of Toronto 


The Political Theories of Modern Pacifism: An 
Analysis and Criticism. By MULFoRD SIBLEY. 
Philadelphia: Pacifist Research Bureau, 
1944. Pp. 56. $0.25. 

Although the author reviews three main cur- 
rents of pacifism—Hindu, Christian, and “revo- 
lutionary secular pacifism”—they really divide 
into two varieties: the nonresistance of men like 
Tolstoy and the nonviolent resistance of Gandhi, 
of some of the more positive Christians, and of 
the even more positive utilitarian and prag- 
matic secular group. The latter, like Gandhi, 
advocate organized mass disobedience against 
the authority of violence, and, like the Hindu 
pacifists, they are concerned with means rather 
than with ends. “The ultimate end is beyond 
us” (Gandhi [p. 8]); and means “have their own 
abiding end” (p. 20). Most Christian pacifists, 
on the other hand, remain negative because of 
their failure to solve the philosophical problem 
of means and ends. Concern with nonviolence 
as a means brings pacifism from the metaphysi- 
cal to the political level. Here it is not anarchist- 
ic but believes that the maintenance of the state 
is compatible with the pacifist ethic. This is 
what makes Hindu and secular pacifism far 
more penetrating and practical than most em- 
phases of Christian pacifism. 

Specifically, pacifist political theory holds 
that violence hinders the achievement of a 
democratic order; that the new order must em- 
ploy a technique of nonviolence; and that there 
must be a decentralization in politics and in the 
economic field. “The fundamental basis of the 
pacifist State must be the small community” 


(p. 18). The author believes, however, that this. 


principle can be “grossly exaggerated” (p. 43). 


As far as the reviewer is concerned, the ay- 
thor succeeds in selecting the principles which 
make a strong case for a positive program of 
nonviolence. Together these supply a cogent 
answer to those who think that there is some- 
thing “phony” and impractical in the whole 
idea and to Reinhold Niebuhr’s implication 
that, because pacifism is “ethical utopianism” 
and has never been embodied in politics, it 
ought not to be tried at all. 

On the other hand, it does not seem valid to 
say that implicit in the pacifist position is al- 
ways the anarchist, socialist, or communist 
world outlook or that pacifism is inherently op- 
posed to private property and the profit econ- 
omy. Economic activity is not essentially an ex- 
ercise of naked power, as some pacifists believe, 
nor an end in itself. It is part of the process of fit- 
ting means to ends in what can be a perfectly 
peaceable and nonviolent manner. Nowhere is 
the principle of nonviolent action better dem- 
onstrated than in the economizing process, and 
nowhere is the policy of violence more clearly 
seen than in the political forces, including war, 
which interfere with this process. 

If the author will straighten out this area of 
thought before expanding his essay into the 
bigger work it deserves to be, he will contribute 
in a positive way to the economic as well as the 
political theories of modern pacifism. 


E. M. Winstow 
Washington, D.C. 


The Geography of World Air Transport. By J. 
PARKER VAN ZANDT. Washington: Brook- 
ings Institution, 1944. Pp. viii+-67. $1.00. 


This booklet is a simple primer on a large and 
complex subject. About forty pages of text deal 
with the subject in clear and elementary style. 
The approach is of a good basic sort, and the 
conclusions are well founded. General ideas on 
world regions and their spatial relations are 
outlined effectively and illustrated in part by 
general maps. Proper warnings against geo- 
graphical misconceptions are included: some 
old familiar warnings against Mercator maps 
and conventional hemispheres and some new 
warnings against polar and oceanic ideas of fu- 
ture air traffic. 

The volume might be considered good read- 
ing material for schools. At the same time there 
is a strong probability that modern school chil- 
dren are better acquainted with the ideas here 
expressed than are their elders, since a number 
of recent school textbooks cover similar ground. 
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Therefore, this publication may, after all, be 
more important for the generation which grew 
up before “the Air Age” entered school curricu- 
jums. 

Perhaps this represents a good way to reach 
the older generation: by means of a comprehen- 
sive title in broad terms, given added weight by 
a title-page description as “Volume I of a Series 
under the General Title: America Faces the Air 
Age,” authored by a specialist well known in 
aviation and published by a foundation well 
known for exhaustive and weighty research. 
When the reader discovers that he is not read- 
ing exhaustive and weighty research but a brief 
and simple introduction to the subject, he may 
be pleased rather than otherwise and may learn 
things that modern adults ought to know. 

Thus all will be well with the “Air Age” 
project if the sponsors take one precaution: if 
they take note and remember that in this book- 
let they have not completed “The Geography of 
World Air Transport” but have barely intro- 
duced the subject in elementary form; that ma- 
ture and comprehensive analysis is still to come 
of the economic and political geography of air 
transport as developed up to now and of the 
basic setting for the future; and that the choro- 
logical as well as the chronological and system- 
atic views of the “Air Age” are needed, not 
merely as separate topics, but as integrated as- 
pects of air transport to run throughout the 
series on a mature level of scholarship. 


Rosert S. PLattT 
University of Chicago 


Inter-American Affairs, 1942: An Annual Sur- 
vey, No. 2; Inter-American Affairs, 1943: An 
Annual Survey, No. 3. Edited by ARTHUR P. 
Waitaker. New York: Columbia Univer- 
sity Press, 1943, 1944. Pp. ix+252; x+277. 
$3.00 each. 


It would not be correct to assert that these 
volumes have no value. Since each of them 
brings together data for a single year, with oc- 
casional allusions to historical background, they 
will be useful for reference. Written for the 
most part, however, by staff members of vari- 
ous government bureaus, they contain little 
that could not be found in government publica- 
ons with much wider circulation. Compara- 
tively few references to Latin-American sources 
of information are included in the Bibliography, 
and most of the maps and charts are taken from 
other works. 


The volumes present accurate and fairly 


complete catalogues of important events in the 
Americas during the two years covered. The 
viewpoint is mainly that of the United States 
and Canada; and, excepting in the political sec- 
tions, little attention is given to historical back- 
ground or over-all current conditions in Latin 
America. Principal events in the economic and 
social fields are listed without portraying either 
background or contemporary setting. The read- 
er is informed, for instance, that new industries 
are springing up in Latin America but is given 
almost no light on previous industrial advance; 
he is told that this highway or railroad or that 
means of communication was finished or under 
construction but is not enlightened with refer- 
ence to the general state of transport and com- 
munications; he is given certain facts regarding 
labor and social-welfare movements, but these 
are historically detached. It would not be diffi- 
cult to think of better projects for foundation 
funds. Until we have fuller knowledge of the 
social and economic history of Latin America, 
surveys of current events will be of little signifi- 
cance. 

J. Frep Rippry 
University of Chicago 


Central Banking Functions of the United States 
Treasury, 1789-1941. By EstHer Rocorr 
Taus. New York: Columbia University 
Press, 1943. Pp. xii+313. $3.50. 

Few people recognize the United States 
Treasury as the most important policy-making 
body in matters of credit control in the money 
market. Yet, according to Dr. Taus, this is 
exactly what has come to pass. The factual, 
historical evidence presented in this volume is 
indeed convincing. From the very beginning— 
at first quite inadvertently, later by design— 
the Treasury used its monetary and fiscal pow- 
ers in ways affecting the reserves of commercial 
banks and hence influencing the money market, 
or, as Dr. Taus puts it, exercising central bank- 
ing functions. Especially after the competition 
of the first and second United States banks had 
ceased and, later, with the establishment of the 
Independent Treasury system, the Treasury 
developed into a powerful organization, ful- 
filing vital central banking functions. Various 
secretaries of the Treasury, seeing the need of 
a central banking agency, extended relief to 
banks in times of credit stringency, issued paper 
money, and through various fiscal devices regu- 
lated the supply of credit. 

Dr. Taus attributes the establishment of the 
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Federal Reserve System not so much for the 
purpose of remedying the defects of note issue 
and banking under the national banking sys- 
tem as to free credit control from governmental 
influence. In other words, the Federal Reserve 
System was evolved to replace the Treasury as 
the policy-making agency of the money and 
banking system. 

World War I worked against the assumption 
by the Federal Reserve System of the role of 
leadership in the money market, and, though 
the 1920’s marked some decline in Treasury in- 
fluence, the recovery program and the managed- 
currency policy of the government in the 1930’s 
“meant doom to the ideal of an independent 
banking system and its subordination to a gov- 
ernment controlled currency and credit sys- 
tem.” 

The mobilization of all financial powers and 
reserves under one command has made the 
Treasury dominant in the control of money and 
credit during World War II, and, according to 
Dr. Taus, “it seems evident that the war econo- 
my plus the apparent need for continued gov- 
ernmental action after the war indicate that in 
the predictable future monetary control will 
probably not be vested in the hands of an inde- 
pendent central bank, but will be entwined with 
fiscal policies and be a part thereof.” 

Such is the story “of the seemingly irresisti- 
ble trend toward centralized control of our 
economy through increased governmental ac- 
tivity” so far as the linking of monetary and 
fiscal powers to the business economy is con- 
cerned. The catalogue of selected events and 
the swift-moving tempo of increased powers 
granted to the Treasury and employed by it, 
despite temporary “deviations” and interrup- 
tions, to become a “real” central bank dominat- 
ing the money market leaves the reader im- 
pressed with the idea that the shift from private 
enterprise (the American way) to the central- 
ized state control of money and credit has been 
achieved and is here to stay. More specifically, 
the reader wonders what has happened or what 
will happen to central banking and the Federal 
Reserve System. 

The present dominant position of the Treas- 
ury in the money market is admitted. Its in- 
fluence was dominant during World War I. But 
this precedent did not lead students to consider 
the Treasury as in any sense a central bank. Nor 
have the enormous new powers relating to cur- 
rency, credit, gold, and silver which were 
granted to the Treasury during 1933-34 and 
during the present war served to make it a cen- 


tral bank. However, these powers do enable the 
Treasury to compete with and actually to nul- 
lify Federal Reserve policy, and this situation 
brings to a head questions of what powers the 
Treasury and the Federal Reserve should pos- 
sess, in times of peace and war, if the financial 
needs of business and the government are to be 
adequately served in the interests of the social 
weal. 

We need an appraisal of Treasury versus 
Federal Reserve functions and powers. Whether 
these Treasury activities affecting the money 
market are called central banking powers may 
or may not be important, though the use of the 
term “Treasury central banking” (it connotes 
in this study “‘those powers and activities of the 
U.S. Treasury which do, or may, influence the 
reserves of commercial banks’’) seems to the 
reviewer somewhat loose and subject to mis- 
construction. The chief instrumentalities of 
central-bank credit control are, to be sure, those 
affecting commercial-bank reserves, but the 
fact that operations of other agencies may also 
affect commercial-bank reserves does not on 
that account cause them to become central 
banks. 

The means which the Treasury uses to in- 
crease or decrease commercial-bank reserves 
are mainly the issuing or retiring of paper mon- 
ey, the depositing or withdrawing of govern- 
ment cash funds in commercial banks, and the 
prepaying of interest and principal on its out- 
standing obligations from idle Treasury cash 
balances. Except for note issue these do not 
typify central-bank activities. As the author 
herself states, these ways differ from those 
available to nongovernmental central banks. 

Perhaps the reviewer’s objection to the au- 
thor’s designation of certain Treasury activities 
as central-bank powers is based on the penchant 
for considering a “bank”’ an institution whose 
characteristic functions consist of receiving de- 
posits, making loans and discounts, and issuing 
credit or debt. The Treasury uses other means, 
means tied in with fiscal operations which 
depend on governmental financial needs but 
nevertheless vitally affecting business financ- 
ing—means which may be justified when it is 
a question of winning a war (though wars could 
be financed through co-operation with central 
banks), but which are questionable in times of 
peace. The repeal of most of the monetary laws 
enacted in 1933-34, no longer necessary to cope 
with an emergency, would go far toward e 
tablishing the central Federal Reserve System 
on a status quo ante basis; and if the Treasury 
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were to confine itself to fiscal operations in the 
market and to carry on all of its banking opera- 
tions with the Federal Reserve banks, there is 
no reason why the government would not be 
able to have its financial needs well taken care 
of, and business needs might be better served. 
The reviewer’s conviction that politically in- 
dependent central banks are more appropriate 
agencies than the Treasury to exercise control 
in the money market is based on the general 
premise that they are more closely co-ordinated 
with business finance, which through taxation 
ultimately meets public expenditures. The 
arguments favoring a central bank are strong, 
and there is at least a possibility that a reaction 
may come to the “irresistible trend” and that 
we may not reach the complete political cen- 
tralization of control which is the logical end of 
Dr. Taus’s thesis. The issue is an important one 
and had become a matter of increasing concern 
to students and businessmen even before this 
war. It is surprising that so little systematic 
attention has been given the subject. The pres- 
ent volume by Dr. Taus is, therefore, a timely 
and welcome contribution. It is a competent 
treatment of a significant subject, well written 
and fully documented, providing background 
and perspective which should enable us better 
to appraise wartime and postwar relationships 
between the Treasury and the Federal Reserve 
System and the money market. 


JAMES WASHINGTON BELL 
Northwestern University 


The Rubber Workers: Labor Organization and 
Collective Bargaining in the Rubber Industry. 
By Harotp S. Roperts. New York: Harper 
& Bros., 1944. Pp. xiii+441. $4.00. 

The upsurge of unionism during the past 
decade has given rise to, or at least been accom- 
panied by, a rapidly growing volume of mono- 
graphs dealing with organization and collective 
bargaining in specific industries and trades. To 
a remarkable degree these studies follow a com- 
mon pattern. The studies are historically de- 
scriptive rather than analytical. They purport 
to examine organization and collective bargain- 
ing within “its proper historic and economic 
background”; but the economic background is 
typically limited to a few items of general data, 
such as number and location of establishments, 
financial structure, profit and dividend records, 
value and types of products, general technology, 
Sccupations, ratio of labor to other costs, wage 


structures, wage trends, etc.—that is, surface 
economics. 

To a remarkable degree, also, these studies 
are based on a common pattern of assumptions 
and beliefs, such as those enumerated by Rob- 
erts: (1) that collective bargaining is an essen- 
tial democratic procedure and should be extend- 
ed to permit employees to participate actively 
in the problems of the industry; (2) that unions 
should be strong to be responsible; (3) that 
workers have as much at stake in the effective 
and efficient operation of the plant as the em- 
ployer; (4) that unionism should parallel the 
structure and organization of the industry and 
that the sphere of bargaining must be the com- 
petitive area; (5) that democracy to a large ex- 
tent begins in the factory, but only with and 
through the type of trade-union organization 
and collective bargaining indicated above. The 
net effect of this standpoint is that these studies 
are union studies. They take as granted the 
identity of public interest and union interest. 

Within the limitations of this sort of refer- 
ence frame, the historical aspects of Robert’s 
book are interesting and technically competent. 
The historical study covers the successive ef- 
forts to organize, the structure and strategy of 
the unions, company action and strategy, the 
role played by government—state, local, and 
federal—with special consideration to the 
N.R.A. episode, the N.L.R.B., W.P.B., and 
W.L.B. The current extent of organization and 
bargaining in the industry is exhaustively re- 
ported. 

In a general way the inadequacy of the eco- 
nomic analysis has already been indicated. 
Roberts presents no significant analysis of prob- 
lems or issues in the industry to support his 
assumption that unionism was either necessary 
or desi-able. He appears to take it for granted 
that, historically, profits have been too high 
and that the public and worker interest would 
have been better served by diverting a larger 
share to workers—this even though his data 
show that wages, hours, and work standards 
in the industry were comparatively high. A 
proper consideration of the public and worker 
interest in employment does not warrant taking 
for granted the beneficence of higher labor 
standards justified on the basis of high industry 
profits. 

This line of thinking leads the author in his 
final “outlook” chapter to agree with union 
leaders that the condition for successful post- 
war collective bargaining is complete industry 
organization, so that wages can be “stabilized” 
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(i.e., geographical differentials eliminated and 
plants and companies put “on a competitive 
basis”—but not at the expense of the wage- 
earner) ; “‘cutthroat’’ practicesmay be eliminated 
and the industry put on a basis of “orderly 
production,” “reasonable profits,” and “‘stable 
labor relations.” In other words, Roberts’ for- 
mula would amount to cartelization of the 
industry. 

R. W. STONE 


University of Chicago 


Report of the [Canada] Wartime Prices and Trade 
Board, Vol. I: September 3, 1930, to March 
31, 1943; Vol II: April 1, 1943, to December 
31, 1943. Ottawa: Dominion of Canada, 
1943 and 1944. Pp. viiit+-115 and pp. 67. 
These official reports of the Canadian coun- 

terpart of the O.P.A. are the proud records of 

achievements. In contrast to a few brief refer- 
ences to the difficulties inherent in price contro] 
or to shortcomings or adverse consequences of 
the Board’s actions, there are extensive discus- 
sions to the effect that: (2) Canada did much 
better in the second than in the first World War 
on the inflation front; (6) Canada did much 
better than the United States; and (c) farmers, 
businessmen, and consumers have all been 
benefited. This last statement raises the prob- 
lem as to the role of official reports of wartime 
agencies for economic analysis. Such reports in 
general, and the present Canadian reports in 
particular, are naturally written from the point 
of view of the agency; in other words, most 
topics are presented according to the following 
scheme: a problem arose (e.g., production costs 
advanced while selling prices were frozen); the 
agency took such-and-such remedial action 

(e.g., it ordered “sharing the squeeze,”’ simpli- 

fication of production, or payment of subsidies) ; 

the problem was solved. The reviewer has no 
information whatsoever to cast doubt upon the 
correctness of such statements by the Canadian 

Board, but it must be noted that its reports do 

not contain data on industrial sales or profits 

or information about the experiences and opin- 
ions of businessmen, farmers and consumers. 

The American reader in studying the reports 
of the Wartime Price Board is most interested 
in comparing Canadian and American experi- 
ences with price control. The main differences 
between the two systems can be summarized 
under four headings: 

1. “Over-all price control” was introduced 
earlier than in the United States (December, 


1941, as against May, 1942). According to 
the Board of Prices, the principle of “basic 
period prices” has been successfully main. 
tained in Canada for over two years, while in 
the United States it has been supplanted by 
other methods of control, or, where still in force, 
it is allegedly not effective. It is not clear why 
this should be so, nor why the slightly different 
Canadian regulations for seasonal and new 
goods should have worked much better than 
the American ones. The record of Canadian 
price control is better than the American record 
with regard to changes in the cost of living, but 
the report of the Board of Prices discusses nei- 
ther the composition nor the adequacy of the 
Canadian Cost-of-Living Index nor the extent 
of evasions, black markets, or quality deteriora- 
tion (especially in the stable clothing cost 
index). 

2. Canada introduced subsidies much earlier 
(December 1, 1941) than the United States and 
made much wider use of them (in twenty-five 
months $128 million were lost on the resale of 
goods purchased or were spent on subsidizing 
domestic and imported goods, the list of which 
comprises seven printed pages). It is, according 
to the report, mainly due to subsidies that a 
substantial rise in farm prices caused only a 
small increase in wholesale and retail food 
prices. “Subsidies are the only alternative to a 
price increase if production is to be continued,” 
declares the report, and it adds that the pay- 
ment of subsidies is preferable to inflation in 
that it “distributes the burden of rising produc- 
tion costs according to the ability to pay.” The 
report also discusses several instances in which 
subsidies were paid to reduce the cost-of-living 
index and thereby avoid the necessity of paying 
a cost-of-living bonus to wage-earners. 

3. The Canadian Board has two functions: 
“to preserve stable prices to the consumer and 
to obtain adequate supplies and fair distribu- 
tion of essential civilian goods.” It has devel- 
oped new sources of supply, imported substan- 
tial quantities of goods, and introduced simpli- 
fication measures to cut production costs. In 
the United States these functions are vested in 
agencies other than the O.P.A. 

4. In October, 1942, the Canadian Board 
ruled that manufacturers and wholesalers “are 
required to allocate their available supply t 
their customers in proportion to their sales to 
the same customers in the year 1941” (after 
withholding a small reserve to provide for emer 
gency distribution). Similar measures were 
considered but not introduced in the United 
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States. The report does not discuss their suc- 
cess or failure. 
GrorGE KATONA 
Department of Agriculture 
Washington, D.C. 


War and Post-war Social Security: The Outlines 
of an Expanded Program. Edited by WILBUR 
J. Conen. Washington: American Council 
on Public Affairs, 1942. Pp. 89. $1.00. 


The subtitle of this book characterizes its 
contents. It presents in outline an expanded 
social security program for the United States 
to which nine men have contributed articles in 
the fields of their special competence, under 
the editorship of Wilbur J. Cohen of the Social 
Security Board. 

Smith Simpson, in the opening chapter, 
states the basic issue of postwar social security: 
“Security in the availability of employment is 
the heart of the security problem. If the prob- 
lem of maximum production is solved, most of 
the other social problems are capable of solution. 
If the problem of full employment cannot be 
solved, none of the others can be adequately 
solved. The security which comes from the avail- 
ability of employment is the major problem” 
(p. 3). A paper from the late Osvald Stein de- 
fines the fundamental programs of socia! secur- 
ity in terms of “the losses of productive life and 
capacity which result from defective social or- 
ganization” and summarizes briefly some of the 
newer trends in policies which have developed 
from the social insurance idea. Specific prob- 
lems growing out of war and postwar conditions 
are discussed by Arthur J. Altmeyer; Wilbur J. 
Cohen has a chapter on next steps and future 
goals; Robert J. Watt and Clinton S. Golden 
state organized labor’s criticism and defense of 
the social security program in the United States. 

Three chapters, each written by an author- 
ity in the field, deal with specific problems of 
unemployment compensation, old age and sur- 
vivors’ insurance, and health security. Empha- 
sis is directed toward the elimination of gaps, 
anomalies, and inadequacies in existing pro- 
grams and toward the extension of social secur- 
ity protection into the areas of health services, 
disability benefits, and housing. The article on 
“Mobilizing for Health Security” by I. S. Falk 
is of particular interest. 

The special merit of this book is that it 
brings into short compass the point of view on 
social security problems with which students of 
the publications of the Social Security Board are 
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already familiar. Opposing views are not in- 
cluded, nor is attention given to the part an in- 
ternational labor organization may play in 
shaping postwar social security policies. It is 
not implied that these aspects of the problem 
fall within the scope of this volume. They are, 
however, essential to a comprehensive under- 
standing of postwar planning for social security. 


HELEN FIisHER HOHMAN 
Northwestern University 


The Displacement of Population in Europe. By 
EvuceNne M. KuLiscHer. Montreal: Inter- 
national Labour Office, 1943. Pp. iv+171. 
$1.50. 


Professor Kulischer’s book is an impartial, 
if preliminary, inventory of the statistical 
knowledge concerning recent population move- 
ments in Europe which can be assembled at 
this time. The author discusses the topic in 
three big chapters: chapter i, dealing with the 
migration movements of the German people; 
chapter ii, with the movements of non-German 
populations; and chapter iii, with the mobiliza- 
tion of foreign labor by Germany. Chapter i 
discusses the transfer and resettlement of Ger- 
mans from abroad into the confines of the 
Greater German Reich, as well as the move- 
ments of Germans from the Reich into the non- 
German areas of Hitler-occupied Europe. Chap- 
ter ii discusses pre-war refugee movements, 
movements of non-German peoples other than 
Jews during the war, and the expulsion and de- 
portation of the Jews. The U.S.S.R. is included 
among the areas under review. Finally, chapter 
iii discusses the immigration of foreign labor 
into various countries before the war and the 
mobilization of foreign labor, mainly for aiding 
the German war machine, during the war. 
Charts are attached. 

The author presents a careful case-to-case 
accounting in support of his estimate that 
between September, 1939, and January, 1943, 
more than 30,000,000 people have been dis- 
placed in Europe. Of these, 12,000,000 persons 
fled before the advancing German armies in 
Russia, including more than 2,000,000 from 
the territories annexed to Russia in 1939 and 
from other parts of eastern Europe. Among 
the remainder are more than 4,000,000 Poles, 
more than 1,500,000 inhabitants of the Balkans, 
more than 500,000 évacuées from Alsace and 
Lorraine, more than 3,000,000 Germans that 
have been moved to places outside the former 
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German Reich. Finally, more than 4,000,000 
Jews, from all countries of Europe, have been 
expelled or deported. The majority of them, 
however, in-contradistinction to other depor- 
tees, have not been resettled but exterminated. 

Since January, 1943, many more millions 
have been added to the 30,000,000 total of Pro- 
fessor Kulischer’s statistics, so that, according 
to conservative estimates, the combined num- 
ber of transplanted, deported, and bombed-out 
persons in Europe today may well exceed 40,- 
000,000. As the ring around Festung Europa 
closes, population movements within the ring 
may be expected to be more violent than ever. 

As to postwar reconstruction, the study em- 
phasizes the magnitude and complexity of the 
task. In some cases repatriation is believed to 
be the obvious solution, but in many instances 
a redistribution of labor will be required. More- 
over, it is held that European measures will not 
suffice to solve the problem of resettlement and 
that many Europeans will stand in need of emi- 
gration. The author is right in saying that “the 
political, economic, and moral reconstruction 
of Europe depends partly on whether these 
centrifugal forces can find an outlet.” He is 
equally right in asserting that repatriation, 
redistribution, and migration will lead to still 
more tumultuous and chaotic conditions than 
those prevailing now if not tackled by effective 
international co-operation. This reviewer sug- 
gests, in conclusion, that the discussion on post- 
war reconstruction be centered around the 
problems raised in Professor Kulischer’s study 
instead of indulging in the dreamland illusion 
of democratic “re-education” as a substitute 
for the democratic solution of pressing needs. 


WERNER J. CAHNMAN 
Fisk University 


The American Story of Industrial and Labor Re- 
lations. By New York State Jornt Lecis- 
LATIVE COMMITTEE ON INDUSTRIAL AND 
LaBor ConpiTrons. New York, 1943. Pp. 
xx+315. 

Before Pearl Harbor the United States had 
developed a respectable body of labor-relations 
techniques: voluntary collective bargaining and 
arbitration; federal conciliation; state concilia- 
tion, mediation, and arbitration; and federal 
mediation for the railroad industry. None of 
these was compulsory. 

In Germany a compulsory and federal sys- 
tem was well established before 1933; and it 
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was easy for Hitler to abolish the unions, largely 
because no grass-roots, voluntary machinery 
lived. 

With the formation of the War Labor Board 

in 1942 this country took a necessary step to- 
ward compulsory arbitration, which was, never- 
theless, intended to be limited to the stabiliza- 
tion of wages. The War Labor Board, however, 
was given authority to enter any dispute tend- 
ing to interfere with the war effort and resolve 
it. Thus, a dispute over a discharge or the use 
of billboards may come to the War Labor 
Board, and there is a tendency on the part of 
both management and unions to by-pass the 
traditional voluntary procedures, so as to get 
to the final authority as quickly as possible. 
This clogs up the Board’s calendars and causes 
unjust criticism of the War Labor Board. But, 
worse than this, it tends to create dry rot in the 
roots of our labor-relations system and to pro- 
mote both the fact and the idea of totalitarian- 
ism. 
The New York State Board of Mediation, 
like similar boards in Connecticut, Massachu- 
setts, and other states, is a part of our voluntary 
labor-relations system. It, along with similar 
boards and other voluntary collective-bargain- 
ing agencies, is being by-passed in the war emer- 
gency. This has caused the New York State 
Joint Legislative Committee on Industrial and 
Labor Conditions to issue a number of annual 
reports drawing attention to this situation and 
finally to publish this text to give our children 
a true picture of the democratic processes in 
this field and avoid the seemingly satisfactory 
but highly dangerous practices of totalitarian- 
ism. This is a highly commendable objective; 
and the job has been done intelligently, com- 
pactly, and with clarity. 

Every believer in the democratic processes 
of society will feel that this point of view should 
and must prevail and will hope that the war will 
not last long enough to atrophy voluntarisai 
and that the compulsory approach will not sur- 
vive the war. 

Norman J. WARE 
Hartford, Connecticut 


The Housing Market in New York City. By 
Hersert S. Swan. New York: Reinhold 
Publishing Corp., 1944. Pp. vi+-204. $2.00. 
This study furnishes valuable techniques for 

the analysis of that largest species of local mar- 

kets: the housing demand and supply. The mar- 
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kets for buildings are essentially local, because, 
after a structure is erected on a given site, it 
cannot usually be moved except at an uneco- 
nomic cost. Hence, in estimating housing de- 
mand, it is necessary to study the forces which 
impinge upon the region, the city, and the 
neighborhood, as well as the broad national 
forces which affect employment, the cost of liv- 
ing, and wage levels. Of first importance in 
analyzing the housing demand for any urban 
region is the estimate of the number of families 
who will migrate to the area in response to eco- 
nomic opportunities, or the number who will 
leave if there is a decline in the available local 
jobs. An influx of workers into a city which is 
expanding its industrial or trade employment 
has the immediate result of absorbing vacant 
quarters and of tending to cause a rise in rents. 
When the relationship between rents and build- 
ing costs makes it profitable to build for the 
middle- or upper-income group, new homes will 
be erected in considerable volume. The families 
who cannot afford to pay an economic rent for 
new quarters will “filter up” into the older ex- 
isting houses. In addition to the demand arising 
from increased population in a city, the need for 
housing units will be increased by a decline in 
family size, requiring more family units for the 
same number of people, and by the obsolescence 
and depreciation in existing structures at a 
rate greater than new construction. Thus Mr. 
Swan estimates that, of a total need for 62,765 
new dwelling units annually for New York City 
for the next twenty years, 21,850 would be re- 
quired as a result of the decline in family size 
from 3.64 to an estimated 3.00; 24,250 would be 
needed to replace obsolete structures; and 16,- 
665 would be wanted to provide for a total popu- 
lation growth of 1,000,000 by 1965. 

This need for housing cannot be translated 
into effective housing demand, however, until 
the incomes of a considerable part of the urban 
population are raised to a level which will en- 
able them to rent or buy at present building 
costs, or until construction costs are lowered to 
a level comparable with average urban incomes. 
The alternatives are a continuation of the policy 
of building new houses for the upper-income 
groups and of “filtering up” by the lower eco- 
nomic groups or the granting of large federal 
subsidies to fill the gap between the rent-paying 
capacity of the poorer half of the population and 
the rent needed to yield an economic return on 


investment. As Mr. Swan states, the remedy 
does not consist of putting a ceiling permanent- 
ly on residential rents, because this will defeat 
the main objective of providing more housing 
by discouraging the investment of capital in 
new construction. - 

Mr. Swan presents the types of data needed 
in the analysis of any local housing market: the 
statistics for past periods of from thirty to forty 
years on the number of new dwelling units by 
types, demolitions, cost of construction, and 
factory employment. The income data of New 
York workers are analyzed for the purpose of 
showing their rent-paying capacity. Mr. Swan 
also discusses the effect of the real estate cycle 
and of local neighborhood trends upon housing 
demand. This study is a timely and constructive 
contribution to the field of housing economics. 

The techniques employed should prove most 
useful to housing analysts who will be required 
to make estimates of the housing needs of many 
different American cities in the postwar era. 


Homer Hoyt 
Regional Plan Association 
New York City 


Report of the Acting State Commissioner of Hous- 
ing to the Governor and the Legislature of the 
State of New York. By Ina S. Rossins. New 
York: Division of Housing, Executive De- 
partment, State of New York, 1944. Pp. 50+ 
15 tables. 


This report contains a brief statement of the 
accomplishments, the future program, and the 
problems confronting the State Commission of 
Housing in New York. It presents also digests 
of recent court decisions affecting housing and 
summary reports on the activities of housing 
authorities in the cities of the state. Perhaps the 
most useful data for the housing economist are 
the fifteen tables at the end of the report which 
show the number of dwelling units by number 
of rooms, the number of persons per net acre, 
the land and building cost, and the detailed 
breakdown of operating expenses for each of the 
completed public housing and limited dividend 
projects in the state of New York. 

Homer Hoyt 


Regional Plan Association 
New York City 
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